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PREFACE TO THE FIRST EDITION 

It is in the hope of providing an introduction to the main aspects 
of economic theory for tlie university students and the general readers 
that the book has been written. After the first war, countless mono- 
graphs and technical articles in the various journals have extended 
the bounds of the economic science. This vast fund of research has 
not been integrated into the main body of the theory. The usual text- 
books deal only with the orthodox economic principles. Throughout 
this book, our purpose has been to incorporate these extensions into 
the main body of the economic theory, merging the newer with the 
older doctrines. 

Such a task, we are painfully aware, bristles with difficulties. But 
we have always tried to avoid the highly controversial issues. In our 
opinion the treatment of such controversial topics in an introductory 
book like this will only lead to confusion among those for w'hom it is 
intended. So we have tried only to consolidate the older theories 
with tlie recent advances, without complicating the stud^ by tire intro- 
duction of technical controversies over the disputed points. We have 
not attempted to advocate or attack any particular school of economics. 
Our aim has always been to discuss in impartial terms the main 
principles of economics and to make the science of economics com- 
prehensive, and at tlie same time understandable. We do not claim 
to have mastered completely the researches in all branches of economic 
tlieory ; neither do we claim any originality for our treatment. Where- 
ever possible, we have acknowledge our debts to the various authors 
in the foot notes. We should, however, like to emphasise our special 
indebtedness to the classical works of Marshall and Taussig, on which 
generations of Indian students have been brought up. 

Our thanks are due to Messrs. Profulla Nath Mukherjee, m-a., b.l., 
and Smlendra Nath Mukherjee, dji., for reading the proofs. We are 
also grateful to Mr. S. C Ganguli, the proprietor of the Eastland 
Press for his great and unfailing patience. 

PREFACE TO THE EIGHTH EDITION 

In this edition, many chapters have been entirely re-written, esp.. 
Chapters 1, S, 13, 18, 20, 28, 33, 34, 37, 40 and 41. We have added 
four new Chapters on Monopoly and Combinations, Distribution of 
Income, and Cost of Production, and Socialism. Discussions on the 
Quantity theories. Gold Standard and Monetary Management have 
been revised in the light of modem ideas on the subject. We have 
also discussed the concept of full employment in a separate chapter. 

S. N. S. 

S. K. D. 


Calcutta, 

1947 
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CHAPTER 1 


DEFINITION AND OTHER ALLIED TOPICS 

Definition of Economics. Economics is a study of the economic 
problems of tlie people living in a community. This is of course 
a statement of the olnHous. I\Tiat are “economic” problems? Is the 
problem whether to marry the girl selected by one’s parents, or tlie 
girl of one’s choice against the opposition of the parents an economic 
one? IVhat about the problem of how to pass a loose evening? Is it 
an economic one? There are innumerable problems which face us 
at every step in life. Which ohe of them is economic, and which is 
not?- Are there any special features marking out economic problems 
from non-economic ones ? ' The problems which are economic in nature 
generally exhibit two characteristics. First, these arise from the fact 
that all of us feel wants. They include the most primitive physiological 
wants as well as the refined desires which arise as a consequence of 
our living in modern complex civilisation. These desires are persistent, 
and increasing. Economic problems are concerned with the satisfac- 
tion -of wants. Another important aspect of the economic problems 
arises from the fact that the things or the resources in men, materials 
or time, which are capable of satisfying our wants are unfortunately 
limited or scarce. Here it should be noted that the word “scarcity’’ is 
used in a special sense. Mere limitation in supply does not make a thing 
scarce in the economic sense. A commodity becomes scarce only when 
its supply is insufficient to satisfy the aggregate demand for a commodity. 
On account of the scarcity of resources, men are found to be engaged in 
various types of activities with the ultimate aim of gratifying the 
desires. The problems that centre round such activities are to be 
regarded as economic problems. To take an example, water is an 
£ssential human need. Generally the satisfaction of this w^t does 
not constitute a problem. In places by the side of a flowing river, the 
supply of water is unlimited in relation to the demand. Hence the 
satisfaction of this want does not constitute a problem in those areas. 
But to a city-dweller, the supply of -water is no longer unlimited. It 
has become scarce in relation to the huge demand created by me 
existence of a large population. Hence the problem of satisfying this 
want for water has become an economic one. Economics is, therefore, 
a study of "actions which make the satisfaction of wants possible. 

Many classical writers defined the subject in another way. 
According to them economic activities are to be differentiated trom 
other activities by the motive inspiring them. Economic activities are 
those which are guided mainly by the motive of self-interest as- 
distinguished from other motives like religious devotion, philanthropy. 
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etc. Some among these writers interpreted their subject in such a 
way as to give rise to the idea that the economists ivere not concerned 
with the activities of ordinary men, but of some “economic man”, a 
nasty person whose sole aim in life', was the calculation of monetary 
loss or gain. This view has long been abandoned by the economists. 
We study the activities, not of some imaginary economic man, but of 
ordinary men and women working under the impulse of a variety of 
motives. In fact, the motive behind the actions is no longer of any 
concern to the economist. We are concerned with those human acti- 
vities which are undertaken for the purpose of satisfying our limitless 
wants with the limited resources at our disposal. 

Some writers defined economics as the science of wealth. Adam 
Smith, the father of modern economic theory, defined Economics as 
a subject which was concerned with “an enquirj’ into the nature and 
causes of Wealth of Nations.” This definition gave rise to serious 
misconceptions, especially at the hands of Carlyle, Ruskin, and other 
literary rvriters of the 19th century. The popular meaning of wealth 
is riches or an abundance of money. So it was thought that economics 
was concerned only with the acquisition of riches or money. As such, 
it was regarded as a "dismal science”. But these writers misconceived 
the real scope of economic studies. In Eco- 
Econoraics is the science nomics, the word “wealth” is used in a 
of wealth. special sense. It refers, not tO’ money, but 

to those scarce goods and sendees which are used to satisfy the wants 
of the people. Economics studies tlie various ways of producing, ex- 
changing and distributing these scarce goods and sendees in response 
to the wants of the people. Wealth is a means, not an end. We fix 
our attention on wealth because we want to study those human actiid- 
ties which centre round wealth. We are not concerned with wealth, 
but udth human activities. The emphasis has, therefore, been shifted 
from wealth to human activities. Economics is still now regarded as 
the science of wealth. But it is “on the other, and more important 
side, a part of the study of man.” 

The original meaning of wealth was well-bein^ or welfare. It was 
naturally argued that the purpose of our studj' is to further human 
welfare through an analysis of die activities centred round wealth. 
People desire wealth because it will promote their well-being or wel- 
fare. Since wealth usually refers to the material means of satisf)dng 
human wants, some ivTiters have also defined economics as a study of 
the causes of material welfare.* 

Another definition. The foregoing definition has been 
criticised in recent times by Prof. L. Robbins. According to him, 
the border }ine between material and non-material things is not always 


*Cannan. . Wealth. F. 17. 
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clearcut. There are many thirds which satisfy our wants and which 
are scarce in supply. But these are not 
Is economics a study of material in any sense. "The services of the 

tlie causes of material - opera-dancer are wealth. Economics deals 

^ rvith the pricing of these services, equally 

with the pricing of the services of a cook” 
But these services are not "material” in any sense. Economics is, 
■Uierefore, concerned not only with the “material" causes of welfare, 
hut also with immaterial things. Prof. Robbins has also criticised 
the connection that is sought to be established between economics and 
welfare. According to him, many economic activities do not conduce 
to welfare. The activities concerning the manufacture and sale of 
alcoholic drinks are ^economic activities. These satisfy human wants, 
and are concerned with the production and distribution of scarce goods. 
But these activities do not promote human welfare on many occasions. 
Secondly, welfare cannot be quantitatively measured. Two persons may 
be paying the same price for a commodity. But we cannot conclude 
from tills fact that they derive the same utility from the commodity, 
■or tliat their welfare increases by the same amount. The first indivi- 
dual may be rich, while the second may be poor.. Money is not a 
satisfactory measure of welfare. So it is not possible to equate the 
welfare of the different classes of people. Lasfly, this type of “wel- 
fare” analysis implies a value judgment, — ^that welfare ought to be 
maximised. But economics is not concerned with ends. It should 
discuss what is, not what ought to be. It is neutral betiveen different 
ends. 

According to Prof. Robbins, the main concern of the economist 
is not with “material” means, nor with "welfare.” "Economics is 
the science which studies human behaviour as a relationship between 
ends and scarce means whicli have alternate uses.”* This definition 
starts from three basic postulates. First, men feel wants, and there 
is no limit to their wants. S econ d, the time and the means available 
to satisfy these wants are limited, or scarce. 
Economics studies the Last, these scarce resources can he utilised 
implications of scarcity, alternative purposes. We can make more 

butter- or more guns. But we cannot have 
all we want of both. Our wants are unlimited, but life is short and 
nature is niggardly. Since tlie people cannot satisfy their wants with 
the scarce time and means, a problem then arises for everybody, — 
whicli wants to satisfy, and which to forego. Everywhere we turn, 
if we choose one thing we are forced to sacrifice other goods. Hence 
there arises a problem of choice, — or selecting the uses to which we 
shall put the scarce resources. In order to enable us to choose effec- 
tively, there must be some kind of pricing process. Values must be 
set upon the available resources so as to restrict their use to the most 


* Nature aud Significance of Economic Science, P. IS. 
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urgent purposes. Tliis pricing process alone forms the subject matter 
of economics. The economist thus studies the implications of choice 
behveen different ends. But he is not concerned ivith the ends or the 
means. His subject is scarcity. The problem of economics is simply 
the problem of “economising”. 

Apart from the defects inherent in earlier definitions, the main 
reason for limiting the subject in this way lies in the fact that 
if the economists confine themselves to this purely pricing process they 
will be able to deduce valid scientific generalisations. Since economics 
is a science, it must remain neutral between different ends, and must 
study what is, rather than what ought to be. It must also be capable 
of yielding a priori certain results, containing scientific truths. If tlie 
economists venture from a study of the disposal of scarce goods, their 
labour will not jneld results which are scientifically true, and capable 
of exact measurement. A true science seeks truth for its own sake, 
and studies what is about a subject, not what ought to be. Hence 
Prof. Robbins calls upon other economists not to forsake the true and 
scientific path, and not to spend their time on subjects remotely con- 
nected with the main theme. It remains to add the difference behveen 
the two h'pes of definition. The first definition is concerned with a 
particular kind or department of human acthities. The second focuses 
attention on a particular aspect of human activities, — activities under- 
taken under tlie influence of scarcity. 

The economist is, therefore, forbidden to pass any judgment on any 
matter. He cannot "furnish a body of settled conclusions, immediately 
applicable to policy.” His role is that of an expert who can predict 
correctly the consequences that are likely to follow particular lines of 
actions. He can state the implications of any change in our choice 
regarding the disposal of scarce resources. But he cannot judge the 
desirability of these actions or policies. He can contribute very little 
to the ultimate solutions of the practical problems of life. He cannot, 
for example, say that a particular case of state inten'ention is desirable 
or not. All that he can do is to point out the rarious implications of 
this policy. 

The question then arises, is it desirable that economists should 
confine themselves to a contemplation of the pure pricing process? 
Should they remain secluded in the pursuit of truth for its own sake, 
disclaiming all intention to take part in the fashioning of policy? It 
is, of course, true that the study of the pricing process has jnelded 
valuable results, and further development along these lines is also neces- 
sary if the economist is to play the part of an expert discussing the 
implications of different policies. One’s 
True scope of desire for scientific rigour may lead one to 

economics. restrict the scope of the subject in this way. 

But almost all economists (including Prof. Robbins) have trespassed 
over the frontier which divides scientific economics into a discussion 
of the ends themselves. Moreover, such a limitation of the subject 
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carries with it serious dangers. There is a fundamental distinction 
between the natural sciences and Economics. The student of Physics 
or Chemistry can study his subject solely with a view to arrive at the . 
truth, leaving the question of the practical application of the results to 
others. But the economist studies his subject not only to know the 
truth for its own sake, but also to provide a technique for the solution 
of the great social problems. The study of economics began as a practi- 
cal subject concerned with the improvement of the material conditions 
of the people. "When we watch the play of human motives that are 
ordinary, — ^that are sometimes mean and dismal and ignoble — our 
impulse is not tlie' philosopher’s impulse, knowledge for the sake of 
knowledge, but rather the physiologist’s impulse,- — ^knowledge for the 
healing that knowledge may help to hring.’’* Knowledge in economics 
is chiefly valuable in so far as it is "fruit-bearing” rather than “light- 
bearing”. Prof. Robbins deplores that the borderlands of economics 
are the liappy hunting ground of the charlatan and the quack. If that 
is so, they ought to be ousted from this position. And only the eco- 
nomists can and should oust them as they alone possess the necessary 
scientiflc training. Someone, and someone necessarily equipped with 
proper technique, should present before the public the alternative pos- 
sibilities of practicable achievement. Nor are the 'ends and the means 
always readily distinguisliable. 

Is Economics a science? For a longtime there was some 
controversy over the question whether economics is a science. The 
dictionary meaning of the term, “science” is tliat it is a bod}’' of syste- 
matized knowledge concerning any particular department of nature, 
whether external or internal to man. It studies uniformities pervading 
a department of nature and tries to find out generalisations which we 
call laws. Physics is a science; it studies certain uniformities regarding 
the external universe. Psychology is a science 
Meaning oi the term which studies the uniformities of the mental 
science . world. Economics is a science in the same 

sense as physics and psychology are. It studies the uniformities which 
underlie human conduct in the ordinary business relations. It investi- 
gates the possibility of deducing generalisations as regards certain' 
activities or behaviour of a group of human beings. , ^ -a i 

The natural scientists deal wift quantities which can be definitely 
measured. They can conduct experiments, and verify their conclusions. 
Economics also deals with that part of man’s actions which can be 
measured by the measuring rod of money. ' Like the chemists’ balance, 
we have an external standard .in economics for measunng human 
motives. And that measure is furnished by rupees] annas 'and pies. 
Of all social sciences, economics is thus the most exact, because none 
of them has got any external measure to make possible a definite quanti- 
tative measurement. But it should be noted that sucli measurement 


♦Pigou. Economics of Welfare. 
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of human motives can only be approxinjate. Human motives cannot 
alwa)'s be accurately measured. Though the most perfect of all social 
sciences, economics is not as exact as the phj'sical sciences, because it 
deals with human motives which are very complex. The measurement 
of human motives by money may at best be roughly approximate, but 
is never accurate ; 'whereas the laws of physical sciences are capable of 
accurate quantitative measurement. 

The claim of economics to be regarded as a science has been denied 
on the ground tliat the materials which form the basis of economic 
studies are not. capable of yielding universally valid generalisations or 
laws. The physical sciences have developed a large body of laws pos- 
sessing universal validit)', and capable of quantitative measurement. 
But economics cannot claim to have discovered such laws of universal 
validitjv Economists cannot also claim precision for their laws, .‘\s 
men have free \vill, what guarantee is there that they will behave 
similarly under similar circumstances? But even admitting tliat men 

Tu™,..!, !_ free will it is possible to frame useful 

tives arc *variable, yet by generalisations on three-fold grounds. First, 
considering average be- all the experiences of a man do not come 
hayiour, \vc can deduce within the sphere of his choice. We cannot 
principles. • decide to fed pleased or sorry. Nor can one 

prevent oneself from getting satisfied if one goes on eating. Much 
of such uncontrollable experiences form the basis of economic laws. 
Secondly, some of our economic experiences are governed by laws of 
external nature be)’ond our control, c.g., tlie law of Diminishing Re- 
turns. Thirdly, free will does not mean that men act unreasonably. 
Even if they do so, we are in a position to foretell the course of their 
activities by means of the mathematical law of probability. But on the 
whole, men behave reasonably. We usually buy a thing where it is 
cheap. Because of this, we can predict the future course of human 
actiwties, and frame general laws. 

There is no doubt that economic prophecies are often found to be 
falsified b}' subsequent events. Tlie reason for this must be sought, not 
in the unscientific nature of economic studies, but in our ignorance of 
tlie causes at work. The laws of biology or the meteorological forecasts 
are not always borne out by subsequent events. But no one would, 
on tliat ground, deny' that biology' or meteorology' was not a science. 
The onset of a trade depression can often be predicted a much longer 
time in advance than the coming of a cyclone. The task of the eco- 
nomist is the same as that of the natural scientists, — ^to apply the 
processes of sustained and disinterested argument to the data of obser- 
vation, and to attempt the determination of general laws of all events. 
Hence the claim of economics to he regarded as a science cannot be 
denied on the groimd that economists lack precision and prophetic 
power. 

Nature of Economic Laws: Every- science has its laws. 
Economists have also formulated some laws. What is the nature of 
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tliese laws ? The terpi “law” has got several meanings. It may mean 
a rule established in a community, permitting or prohibiting a course 
of action as the common law of England. 

The different senses of Secondly, it may denote a rule of procedure 
the term w . cricket. Thirdly, a law may 

mean an act passed by the legislature. Lastly, it may mean a state- 
ment of causal relationship between two groups of phenomena, e.g’., the 
laws of Physics. 

An economic lam is a. lam only in the last sense. It is a statement 
of tendencies; a statement that under certain conditions, we should 
expect a definite course of action from a group of human beings. An 
economic law affirms that if a particular cause exists, a definite result 
may be expected to follow. All scientific laws are laws in the same 
sense. If there is a combination of hydrogen and oxygen, other things 
being equal, we get water. So also in economics, oilier things being 
equal, if the price of a commodity rises, the demand for it will fall. If 
a law of chemistry be a natural law, an economic law is also a natural 
law in the same sense. 

But the laws of economics are not as exact as the laws of natural 
sciences. The latter deal with atoms and matter which are constant 
units. But the economist deals with the activities or behaviour of 
men. A group of men will not always act or behave in a similar 
way in response to a particular cause. Hence any general statement 
about the course of their activities may not always hold good. 
Economic fects can be modified by human efforts. But a law of physics 
cannot be so modified. Hence an economic law is not as exact as a 
law of physics. 

"The laws of Economics are to be compared with the laws of Mes 
rather than with the simple and exact lam. of gravitation.’’* ^ Human 
nature is very complex ; so the action of human beings is variable and 
uncertain, and consequently economic laws are inexact. The_ law of 
gravitation states that other forces not interfer- 
Economic laws are not bodies will be attracted towards each 

as exact as the physical Qtber according to a certain ratio. This law 
of gravitation is so very exact that mathemati- 
cians can calculate beforehand the movement of the heavenly bodies; 
and the exact position of these bodies can be predicted many years 
beforehand. These calculafions and predictions are seldom fotmd to be 
wrong. Economics does not possess any law which is so much precise 

Economic laws may, however, be compared with laws of tides. 
The laws of tides explain how there is a rise and fall of tides tv^e a 
day under the influence of the sun and the moon, how there are strong 
tides at new and full moon, etc. Thus the science of tides ^n predict 
at what time the tide will probably be the highest on any day at the 


♦Marshall. Principles oi Economics. Page 32. 
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Howrah Bridge. It has to use the word 'probably' betause the tide 
may not come at tlie expected hour owing to many unforeseen circums- 
tances. There may be a strong wind in tlie Baj' of Bengal, which may 
make the tide at the Howrah Bridge quite different from what was 
expected. In human activities, too, there are many unforeseen cir- 
cumstances, as a result of which the expected course of action may not 
happen in the regular way. 


Economic Laws Essentially Hypothetical: “Economic laws" 
writes Seligman, "are essentially hypothetical."* All economic laws 
contain the following qualifying clause "other things being equal”, i.e., 
we assume that from a given set of facts, certain conclusions will follow. 


if no other change takes place in the meantime. But other things are 
not always equal and consequently in economics, definite conclusions 
cannot be predicted from a given set of facts. 
Economic laws are therefore described as 
^ li}-pothetical, — hypothetical because their truth 


and operation depend upon so many factors which are variable and 


imperfectly ascertainable. Take for instance, the law of Diminishing 


Utility.. It states that irith every increase in the stock of a commodify 
possessed by a person, the marginal utility of that commodity to that 
person diminishes. But the law cannot state exactly at what point 
utility will begin to diminish. It may happen that the utility may 
actually increase if the commodity suddenly becomes more fashionable. 


But it does not follow that because an economic law is hypotlietical, 
it is unreal or useless. The laws; of all other sciences are also hypothe- 
tical.. Every science assumes certain causes and draws certain genera- 
lisations. from those causes, assuming further that nothing changes in 
the meantime. The action of the causes in question is supposed to be 
isolated and conclusions are drawn on the 


But the laws of all hypothesis that other causes are not present, 

sciences are, more or In this sense all laws are hypothetical. In 

less, hj-pothctical. physics, it is Stated that masses attract each 

other with a certain definite velocity. But in 
actual life, that may not always be the case. Bodies do not always fall 
to the ground, as expected under the law of gravitation. For they 
may be retarded by atmospheric pressure. Oxygen and hydrogen, when 
mixed together, will be turned into water under a particular pressure 
and temperature. If tlie pressure and the temperature are different, 
they may not form water. No one has argued on that ground tliat 
the law of gravitation or the laws of chemistry are unreal or useless. 
Owing to the complexity of forces at work, the expected result may 
not always materialise. Thus all scientific laws are hypothetical. The 
only difference is that the hypothetical element is specially prominent 
in economics. In physics, though there may be a complexity of forces 
at work, they can be definitely measured, and the result predicted. In 


* Seligman, Principles of Economies. Page 26. 
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Certain economic laws 
are, however, not hypo- 
thetical. 


economics, many of the forces cannot be measured; hence no definite 
result can he predicted. Economic laws are, therefore, largely 
approximations. 

We may, hotvever, point out that all economic laws are not essen- 
tially hypotheticaL There are some economic laws which may be re- 
garded as true as the physical laws and there are others which are true 
like axioms. The law of Diminishing Returns is based fundamentally 
on causes which are external to man. The tendency to diminishing 
returns may be held in check for a time b}' inventions and by the 
application of scientific knowledge to agriculture, but diminishing 
returns must appear in the long run. So this 
law may be regarded as partaldng of tlie 
nature of physical laws. Again fiiere are 
some laws which are axiomatic and need no 
proof. For example, the law that capital can 
come only from the surplus of income over 
expenditure, or the law that the standard of life of a class depends 
fundamentally on productive efficiency of that class is axiomatic in 
nature and can in no way be regarded as hypothetical. 

The Methods of Economics: Every science has its proper 
methods of investigation. We shall now discuss what methods have 
been adopted by economists for conducting economic investigations. 

There are hvo methods by which a scientist 
Deductive method. may proceed in his investigation. They are 

known respectively as deductive or abstract, 
and inductive or historical methods, ^he deductive method consists 
in the following. First, the principal factors in operation in any field 
of investigation are determined. Then the consequences that will ensue 
from the operation of these factors under given conditions are deduced 
by a process of reasoning. The classical economists applied the deduc- 
tive method in their investigations and tried to deduce the whole of 
economic science from certain generalisations about hunran motives 
and habits. They started from some generalisations about hiOTM 
nature, e.g., men always try to buy in the cheapest market, etc. fak- 
ing these motives and facts to be uni'rasally true, these writers tried 
to formulate the probable economic actions of men and the laws wmcn 
aovem the activities. These conclusions and the melhod of forming 
them have been criticised by many writers. But the mistake of 
cal writers did not lie in the fact that they followed the deductive meffiod, 
but in that they based their generalisations on insufficient data, iney 
assumed too hastily that their abstractions always corresponded with 

*'one extreme variant of tlie Deductive method is ‘ho 
method Tevons argues that economics is essentially mathemati^l in 
chamrter, faking thTJerm mathematical to mean aU 
with quantitative relations. Economics deals 

quantiWe aspect is of fundamental importance and in those phenomena 
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this method may he employed profitably. The chief advantage of siidi 
a method is that it leads to high standards 
Mathematical Method. of precision in abstract economic reasoning. 

Chances of mistake are few. Another advan- 
tage of this method is that it explains the relation of mutual dependence 
which may subsist between different phenomena, c.g., supply, demandr 
and price. The chief defect lies in the fact that those who follow this 
method may be absorbed in tlie framing of intellectual toys and the 
real end may be forgotten in die intellectual gj-mnastics and mathe- 
matical treatment. 

The chief critics of the Deductive school are rvriters of tlie Histori- 
cal school, which flourished mainly in German}'. They employed the 
inductive method and developed tiie economic science from economic 
history. They collect particular materials from economic history or 
contemporary events, and draw general con- 
The inductive or histo- elusions from tliem. These conclusions are 
rical metliod. further verified by reference to subsequent 

economic facts. The rapid ad\’ance in the 
science of statistics during recent 3'ears and the collection of data by 
governments and private indiwduals have enhanced tlie value of tliis 
method. From the data thus collected valuable and scientific conclu- 
sions have been drawn, thus making the science more accurate and 
perfect. But their criticism of the deductive method was often wrong. 
Of course, it is true that we must establish and know the facts first 
of all. No science can proceed without data or with incomplete data. 
The conclusions formed by general reasoning must also be verified by 
facts. To admit that is not to admit the uselessness of the deductive 
method. "Facts do not speak for themselves. It is only by analysis, 
comparison, hypotliesis and prophecy that they can be made to speak 
at all.”* No science can proceed u-ithout the aid of reason and 
hypothesis. Without the aid of deductive reasoning the historical 
method runs tlie risk of remaining purely descriptive. It can setve 
only to accumulate a mass of unconnected and unsen'iceable facts. 
This school of economics lias not in fact re-made the subject; it has only 
served to introduce a new spirit. 

Modem writers are now all agreed that both these metliods are 
partners, not rivals. The aim of the science is to discover economic 
uniformities, and it is always right to follow 
The hse of both me- g™ path or to pursue any method that is 
thods IS necessary. kad to that end. "Induction and 

deduction are both necessary for the science, Just as the right and tlie 
left foot are needed for ^ralki^g,” Both these methods may be profit- 
ably employed by economists, but in different proportions for different 
purposes. 


♦Durbin — "Methods of fiescarch” in the Scoiiai/iic Jotirnalt Jwie, 1935 
Page 187. 
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All social sciences are 
inter-related. 


The Relation of Economics to other sciences: In modern 
times, an increasing unity between different sciences is gradually being 
perceived. The point of contact between 
different sciences is becoming more pronounced 
and tlie relation of Economics to Sociology, 
Politics, Ethics, Psychology, History and Mathematics is now w^ 
recognised. The modern method of study is increasing specialisation 
and differentiation. In spite of the pursuit of this method, tire pos- 
sibility of a synthesis of all sciences under one system of philosophy is 
admitted, and is seriously attempted by some writers. 


Economics and Sociology: Sociology is the general social 
science. It deals with the fundamental facts of all social life, — economic, 
political and historical, etc. Sociology is the science of the elementary 
principles of social union. According to Comte, Economics cannot 
claim to be a separate science, but must be included within Sociology. 
'In reply to Comte, it is pointed out that the provinces of Sociology 
and Economics are quite distinct. Sociology is an all-comprehensive 
social science. It takes into account all the conclusions arrived at by 
different social sciences and utilises these premises for arriving at 
further conclusions. Sociology is not merely the sum of various social 
• sciences, but it is a philosophy based on the 

Sociology deals with results of all of them. Sociology is the 
all aspects of social life : fundamental social science, of which other 
Economics with only one sciences are but differentiations. The 

scope of Economics is quite distinct from that 
of Sociology. It does not claim to..be an all-comprehensive science. 
It is a branch of Sociology. Though a branch, its aims and scope are 
quite different from those of Sociology. It thus studies some distinct 
part of human life, not the whole of it. Its methods are distiMt, its 
scope is distinct and its aims are also quite distinct. Though a brand! 
of Sociology, Economics is thus a separate science. 


Economics and Politics: Economics and Politics are both, 
branches of Sociology. The connection between Economics and 
Politics is very close. Earlier writers used to regard Economics as a 
branch of Politics. The Greeks r^arded Political Economy ^ the 
art of providing revenue for the state, and other !vnters, including 
Adam Smith, conceived Economics as an art to be employed for 
furthering the purpores of the state. The- 
Politics deals with the very use of the expression, ‘Political Economy , 
state: Economics with j^ows the intimate connection of the science 
with Politics. The modern use of the term 
■Economics' in place of ‘Political Economy’ is deliberate The ch^ 
indicates that its primary end lias got nothing to do with the state 
Inspite of the deliberate use of the term Econommy m^rn wnte s 
do not deny the relation of tins science to Politics. This wiU D 
evident from the following considerations. 
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Economic institutions of a country depend for their progress upon 
the system of government. Ever3' modem goveriraent is closely con- 
cerned witli economic matters. AH modern 
The economic institu- legislatures are preoccupied with questions of 
tntions arc dependent on dispute behveen labour and capital, the im- 

political organisation. position of tariffs, the tackling of the unem- 

ployment problem and many other industrial 
and commercial matters. All economic activities are carried on within 
tlie state according to the laws laid down bj' the state. Problems of 
individualism and socialism point to the close connection between tlie 
two sciences. These problems are dealt with both in Economics and 
Politics, so inseparable are the economic and political aspects of the 
problems. Secondly, the political organisation of a country is often 
a reflex of its economic organisation. The Aristotelean classification 
of the states into tyranny, oligarchy and democracj' was based 
on wealth. Political movements are profoundly influenced by economic 
causes. State-socialism, Simdicalism, Fascism, Bolshevism and many 
other movements are not merely economic movements, but are political 
movements as well. 

From all these considerations, it is evident how much closely 
connected both these sciences are, though their departments of enquiry 
are separate and distinct. ' 


Economics and Ethics: The connection betiveen these two 
subjects is also very dose. Ethics furnishes a standard or ideal to 
which the economic institutions and actinties 
Economics is the hand- are to approximate. The discussion of the 
maid of Ethics. relation' of wealth to welfare shows the 

essentially ethical bent of the science. Economics is the handmaid of 
ethics and the end of all economic activities is to promote human 
welfare. Ethics thus furnishes a standard by which to guide our 
activities. 

Etliics, none the less, is indebted to Economics. Economic con- 
clusions give certain data for the study of Ethics, and from these data 
. . Ethics draws further condusions. For 

Economics fiirnishcs the e.xample. Economics finds out from obsen-a- 
tion that indiscriminate relief to the poor 
under certain circumstances promotes idleness 
and destroys self-reliance. Ethics draws the conclusion from this datum 
that indiscriminate help to the poor is not always ethically justified and 
lays down certain rules for giving charity to the poor. Thus the relation 
between Ethics and Economics is very dose. Seligman* rightly 
remarks, "Economics, like Ethics, is primarily a social sdence, the 
true economic action must, in the long run, be an ethical action.” 


*Seltsniian. Prhtcil’Ies of Economics. Page 35. 



CHAPTER 2 

SOME FUNDAMENTAL IDEAS 


Goods; Anything, material or immaterial, which can satisfy 
human wants is goods. Goods may be free goods or economic goods. 
Free goods are those goods whose supply is not limited. Their supply 
is more than sufficient to satisfy the demand for those goods. The 
siuishine and the rain, the air, the water of the ocean and the sands 
of the desert are examples of such free goods. 

• Goods, the supply of which is scarce in relation to demand, are 
economic goods. Scarcity does not mean mere limitation in quantity; 
it means limitation in relation to demand. IVhen the available supply 
of an article is not sufficient to satisfy -the total demand, it becomes 
scarce in the economic sense. The line 
Economic goods. between free goods and economic goods is 

thus not a definite one. Water in the homes 
(Of a modem dty is an economic good, while it is a free good to the 
inhabitants near the river. Thus under the complexities of modern 
life, more and more free goods are passing into the category of economic 
goods. Scarcity is tlius not a fixed quality, but a changing one 
reflecting every shift of human wants. 

Looked at from another point of view, economic goods are those 
goods which are transferable, and whicli are external possessions of a 
man. Nobody will demand a thing of which he cannot be the owner. 
Transferability should not be confused with portability. It is enough if 
the oumership of the thing can be transferred. Land in that sense is 
transferable. Moreover, to he transferable a thing must be external to 
a man. For the ownership of things which are internal to a man 
carmot be transferred, and so no one would pay anything for uiem. 
Thus the poetic genius of Rabindranath Tagore, or the qualities of a 
first class surgeon are incapable of being transferred from their 
present oivners. Hence these do not constitute wealth in the econornic 
sense. There is no conflict behveen the two standpoints from which 
we have defined economic goods. A thing to be transferable must also 
be scarce in relation to demand, for it is absurd to diink of any man 
paying something for the ownership of free goods. ^ 

Wealth: Wealth is sjmonymous with economic goods, in 
order to be classified as wealth, a thing must possess four attributes :— 
(f) it must have utility, i.e., it must satisfy a 
(o) Utility, human want; (ff) it must be scarce in rela- 

(6) Scardfy, jq demand; liii) it must be transferable; 

(c) Transferability, jjg external to man. Thus 

the term, "wealth”, includes not only those material goods which are 
tansferable and external, such as land, furniture, houses, etc., but also 
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the non-material goods which are external to a man, and transferable, 
e.ff., the good-will of a business, copyright of a book, patents, etc. But 
it excludes those material goods (c^., fresh air), which are not trans- 
ferable, and those non-material goods (n.ff., personal qualities like tile 
dexterity of a meclianic) which are not external to man. 

Is money or any other medium oj exchange •wealth? Wealth in 
modem society is generally measured in terms of money. Are we then 
to regard a coin or a paper note as wealth? 

Is money wealth? The general opinion would regard money not 

as ivealth, but as representative of other 
wealth. Money is merely a medium of e.xchange. It gives command 
over wealth, but it is not wealth. Merc multiplication of money units 
would not increase the wealth of the country. But though money is 
not wealth, yet money is the measure of wealth. The dividing line 
betiveen economic and free goods is furnished by the fact that the 
former commands a money price, tvhile the latter docs not. Wcaltli 
consists of those goods which can be exchanged for money. 

Lastly, the intimate correlation behveen wealth and want must not 
be forgotten. A thing is wealth because a particular human being or a 
^ „ . class wants it. The psychological attitude ot 

rdlll™. ' “ man is the real determinant oj wealth. If tht 

psjxhological attitude changes, the character 
of wealth would also diango. Thus Tagore’s Poems may not be wealth 
to the man who is devoid of any education, but to an educated man. 
they constitute an important part of his wealth. 

Collective wealth: It consists of those external, transferable 
goods, both material and non-material, which are public property, and 
are enjoyed by all the members of the public. Such things as roads, 
public buildings, art galleries, government offices, etc., belong to this 
class. 


National wealth: It includes the individual as well as the 
collective wealth of the country. To compute national wealth, wo must 
add the aggregate wealth of all members of the community, plus the 
public property of all kinds, material and immaterial. But we must 
recognise that there is also some negative wealth. For example, 
though the government loan-stock constitutes wealth to the individuals, 
yet it is a form of national debt. Against many public works must be 
offset the heavy negative wealth of public debts. We should, however, 
add the debts owed to the citizens b3' the members of foreign countries. 


VALUE 

Value-in-use and value-in-exchange: The term ‘value’ may 
mean any of the two things. It may indicate simply utility, or use- 
folncss. Or it may mean, ‘power in exchange,’ 
Value-in-usc. i.e., its purchasing power over other com- 

, modities. The first interpretation is known 
as value-in-use: the second as valuc-in-exchange. In order to com- 
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niand some value-iii-excliange, a thing must not only possess value- 
in-use, but it must also be limited in supply 
Value-in-exchanire. ' relation to demand. In economics, we are 
not concerned with value-in-use, but wth 
value-in-exchange. 

Some commodities possess great value-in-use, yet they may not 
command a high value-in-exchange. For example, water is very, useful 
to -himian beings. Strictly speaking, it is more useful than gold, but 
curiously, it does not command as great a purcliasing power as gold 
does. That is, though water possesses more value-in-use than gold, 
yet it has less value-in-exchange than the latter. The reason is obvious. 
The supply of water is not limited in such a degree as the supply of 
gold. Hence gold commands more value-in-excliange than water. As 
we have stated, to possess value-in-exchange, a tiling must not only 
possess valuc-in-use, or utility, but also it must be limited in supply. 
The more the supply is limited, the greater is the value, other things 
being equal. 

Value and price: Value, as we have already pointed out, 
means powcr-in-exchange. Value is thus a ratio between two com- 
modities. The lalue of .one maund of rice is the amount of other 
commodities that can be o.btained in exchange for it. Thus the value 
of rice may be expressed in terms of wheat, jute, cotton, etc., or any 
other commodity, when it is exchanged for any of them. Whtn value 
is. expressed in terms of money, it is called price. When a maund of 
rice is exchanged against money, the- ratio of one maund of rice with 
the money-units is known as price. 

In real life, all transactions are conducted in terms of money. So, 
instead of knowing the value of a tiling in terms of other commodities, 
we know its price in terms of money. 

There is anotlier thing which must be noted in this connection. 
There can be a general rise or fall in the prices of all commodities, but 
there cannot be such a thing in regard to 
Can there be a general values of all commodities. For the 

of*ia°ucs'?** “ . prices of all things depend on two factors: 

™ “ ■ — the total volume of all the commodities that 

are to be exchanged against money, and the total volume of money 
in circulation. If the volume of money in circulation increases, the 
prices of things in general will rise ; conversely, if money in circulation 


CtASsincATios or goods. 

. , ( Transferable, c.g., house, bread. 

f C Alaterial | N on-transferable, c.g.. air, climate. 

External t f Transferable, e.g., goodwill of a business. 

Goods s ( Personal j 

I ^ t Non-transfcrablc, c.^., business connection. 

‘ [internal — Personal — Non-transfcrablc, e.g., sldll of a surgeon. 

Wealth consists of cxtcmal-material-transfcrable, and extemal-pcrsonal- 
transfcrable goods. 
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decreases, other things being equal, the price-level will fall. It means 
that the prices of all things will fall, though, of course, not to the same 
degree. This general rise or fall in the prices of all things is a constant 
phenomenon. Immediately after the war, the prices of all things rose 
to giddy heights. But there cannot be any general rise or fall of values 
of all commodities. For value is a ratio. Let us take a concrete 
example. If the value of rice rises, that means that more goods can be 
obtained in exchange for rice. That is, the value of other things has 
fallen in terms of rice. If the value of rice in terms of wheat rises, 
that indicates that more wheat can be obtained for rice. It also means 
that the value of wheat has fallen. When the price-level rises, though 
the value of other commodities has risen in terms of money, the value 
of money has, on the other hand, fallen in terms of other commodities. 
Hence there cannot be any general rise or general fall in the values 
of all things. 

Competition and economic freedom : It remains to add certain 
assumptions on which the vast majority of tlie economists base then- 
deductions. The most important assumption on which the classical 
writers proceeded was the existence of competition in the market. A 
general tendency towards competition was regarded as a broad feature 
of all advanced economic systems. But is competition the diaracteristic 
of the modem age? In answering this question, Marshall points out 
that though many wrjters have attempted to show that modern forms 
of business are distinguished from the earlier ones by being more 
competitive, the word competition does not properly bring out the 
characteristics of the modern age. "The strict meaning of competition 
seems to be the racing of one person against another, with special 
reference to bidding for the sale or purchase of anj-thing.” But this 
term does not adequatdy express the characteristics of the present age. 
The characteristics of the modern age are “a certain independence and 
habit of choosing one’s own course for oneself, a self-reliance, a deli- 
beration and yet a promptness of choice and judgment, and habit of 
forecasting the future and of shaping one’s course with reference to 
distant aims. They may and oftra do cause people to compete ■\vith 
one another, but on the other hand, they may tend and just now indeed 
they are tending in the direction of co-operation and combination of all 
kinds, good and evil.’’* 

Further, the term competition "has gathered about it an evil savour 
and has come to imply a certain selfishness and indifference to the 
well-being of others. Now it is true that 
It is not fte s^e thing there is less deliberate selfishness in early 
as compeution. modern forms of industry, but there 

is also deliberate unselfishness. If is deliberateness and not selfishness 
that is characteristic of the modem age.’’-}- And this characteristic 

♦Marshall. Principles of Bconomies. Page 5. 

t Marshall. Principies of Economics. Page 5. 
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cannot be better described than by the term ‘Freedom of Enterprise’ 
or more shortly by ‘Economic Freedom’. 

Freedom of industry and enterprise or economic freedom implies 
the folloiving. (oJT Freedom of movement: It means mobility of labour, 
and capital. Labour and capital tend to How to those industries and. 

places where their rewards are the highest. 

Fratures of economic Freedom of occupation: It means that 

™ labourers can choose any . occupation that 

appears most lucrative and suitable to them. Freedom of occupation 
ensures as far as possible tlie right man for the right place and this 
leads to enhanced production and better distribution, (c) Freedom 
of consumption: In many countries, there were laivs which prescribed 
in detail what should be eaten or worn by the people, or a class. These 
sumptuary laws were well-intentioned, but they generally produced bad 
effects. By restricting the expansion of wants they chedced progress. 
Economic freedom assumes the non-existence of such laws, (d) Free- 
dom of production and trade: In mediseval times, production and trade 
were not free. There were guilds with virtual monopoly of production. 
The modern age has seen the emancipation of production and of 
internal and external commerce from mediaeval restrictions. Freedom 
of production ensures the elasticity of modern productive organisation. 
New businesses are established to meet new ivants at the quickest 
possible opportunity; or old industries may be adapted to meet chaiigedi 
demands. 


Defetts of the system of Free Enterprise: The system of 
'Free Enterprise’ went only half way. It swept away obstacles to 
individual initiative. It ivas a negative reform. This systeni was 
silent so far as constructive statesmanship was concerned. It did not 
provide for research into processes of production at the public expense, 
or for providing educational facilities to all. Secondly, though this 
system . has given scope to owners of small businesses to rise to the 
coveted position of industrial leadership, it does not provide for elimi- 
nating those who are incapable but are in an entrenched positioiL 
"The elimination of the unfit organiser by competition takes hme and 
during the interval in which he scrapes along he may do innmte harm 
and at the best will cause great waste. 

It does not always lead Thirdly, economic freedom or Laissez-faire 
to the elimination of the presumes S' certain amount of equality of 
unlit. opportunity for all. But there cannot be any 

emialitv of opportunity unless the distribution of property is ess 

Inoney in business economy oi a coumry. 
labour and capital. 


2 
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But conditions have changed since tlie- time when Marshall wrote. 
Recent events show that mudi of the above description is becoming 
unrealistic. The influence of competition or free enterprise is being 
slowly displaced by that of combination. These and the changes in 
our social ideas have led to increased intervention in tlie economic 
organisation by the public authorities. Deliberate attempts are being 
made to guide the course of productive activities along desired channels. 
Indeed the present age may be aptly called the age of “National 
Economic Planning”. 



CHAPTER 3 

WHAT IS CONSUMPTION: NECESSARIES, LUXURIES. 

From the earliest times, man’s life has been a continuous record 
of cravings and desires. It is these wants and d^ires which are driving 
man towards all ^"pes of productive activity. The hope of satisfying 
the unfulfilled desires is, therefore, the main-spring of human activity. 
Hence the_ students of Economics must concentrate their attention on 
the analysis of human wants and desires. 

Consumption does not mean the destruction of any'thing. Man 
cannot destroy matter just as he cannot create matter. Consumption 
. . qonsists in the satisfaction of wants. A man 

the “inrnp™ “tHUiL!" production has 

° aaded to material things. Consumption uses 

up utilities, but not matter. Only the shape or form of matter is 
changed. Thus when we wear out our clothes, or live in our houses, 
we are said to consume them. “The carpenter is just as much a 
consumer when he hammers nails into the floor-boarding, as is the 
gourmet who enjoys an expensive repast, the preparation of which has 
involved the sendees and labour of countless workers in many parts 
of the world.’’ 

Until recently, the economics of consumption was entirely neglected. 
The early economists paid very little attention to the analysis of human 
wants. But in recent times, economists, in their search for the ultimate 
causes that lie behind and shape the demand curve of an individual, 
have been pa_ying more and more attention to the subject. 

Consumption is the goal of all productive activity. Production is 
a means, not an end. The end is the satisfaction of human wants. 

Wants are, therefore, the mainspring of all 
Relationship bchveen human activities. The forces mat set the 
consumption and produc- ^^e productive system going are 

furnished by human wants. A man’s rvants 
find outer expression in the various offers of money. The consumers 
vote for the choice of certain kinds of goods, and for the rejection of 
others. And by casting such votes, they control the Erection of 
productive activity. The making of goods follows where the spending 
of money leads. 

While wants give rise to activities, the reverse is also true, 
espedally in modern times. In the early stages of society, the phj'sical 
■a . • Um.. cravings supplied the motive to all human 

prod“ rtive activity in efforts. The savage would not take up any 

many cases gives rise to activity unless he was impelled by the neces- 
mew wants. sity of satisfying some elemental wants. 

But as civilisation advances, while the influence of wants in guiding 
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human efforts still remains, yet in many cases, human activities, instead 
of assuming a passive role, often give rise to new wants. The inven- 
tion of cycles, or telephones has not been undertaken in response to a 
determinate and known human want. But their invention, by 
familiarising the people with their uses, created new classes of wants. 
Here, as in many cases, production gave rise to increased consumption. 
Hence the relationship between consumption and production is one of 
inter-dependence, rather tlian one of cause and effect. 

Wants: Since consumption is the satisfaction of human 
wants, it is necessary at once to know what these wants are. These 
ivants spring from one of the four sources. 
Sources of want. Firstly, they spring from the desire for the 

minimum of goods that are necessary for 
existence. Such are the wants for the minimum of food, clothes, etc. 
Secondly, they are horn out of the desire to maintain the group or the 
class standard of living, — ^a feeling which givetf rise to the appearance 
of "conventional necessaries.” Thirdly, they spring from the craving 
for distinction and excellence. It is this feeling which impels the 
ladies to wear the latest pattern in Saris or jewellery. Fourthly, they 
may arise from altruistic or aesthetic motives. But the fourth source 
is not an important one, for the outlays on them form only a ver)' 
small part of the total expenditure of a consumer. These wants may 
further be classified into two groups, according as they occur regularly 
or irregularl}'. The line between the ttvo is not always clear, yet for 
purposes of analysis, a fair distinction can be made between the two. 
The first group of wants — the recurring tvants — includes the neces- 
saries, conventional necessaries, and some of the wants arising from 
the desire for distinction. The second group — no7t-rcciin-mg wants— 
includes the wants springing from competitive ostentation and from 
altruistic or other motives. The first group possesses __hvo special 
characteristics.* They are in large i»rt "pre-determined”, f. c., they 
are the result of custom and social habit. These wants of an individ^l 
are fixed by the standard of living of the social group_ in which he 
lives. Hence the demand for them is generally inelastic. A fall in 
prices would not induce the individuals to purchase large quantities 
of these commodities. The demand for the non-recurring group of 
commodities is generally elastic. 

Characteristics of wants: Wants exhibit four characteristics, 
(o) Any particular want is satiable. Our desire for a commodity 
decreases as we get more and more of the 
(a) Every particular commodity. Increasing amounts of the same 
want is satiable. article yield gradually decreasing quantities 

of satisfaction. From this fact is deduced the law of diminishing utility. 

♦Angell. "Consumer’s demand" in the Quarterly Journal oj Econoniics.' 
August, 1925. 
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(6) But wants in general are also illimitable. Any single want 
tor an article may be satisfied alter we get a lai^ quantity of that 
^ . . commodity. Ye't there is no limit to the 

ra/ clnnot™"sMlsfild""' develppra^t and satisfaction of men’s wmts 
in general. When old wants are satisfied, 
new wants, either for other things or for varieties, spring up in their 
places. Human contentment is short-lived. 

(c) Wants are also competitive. Our desire for food may be 
satisfied by chapaty, rice or any other food. “A man in a state of 

unsatisfied discontent may be cheered by the 

Jnts. we teve to cCse ‘“S book a luxurious 

betwem wants. meal, an exciting foot-ball match. In a sense 

all wants are competitive, for even if our 
means were unlimited, the time at our disposal is so short, that in 
enjojdng one want, we would have to forego others. From this charac- 
teristic is deduced the law of equi-marginal returns. 

(d) Wants are also complementary. Many wants go together. 
The consumption of one thing for the satisfaction of one want involves 

the consumption of other goods as well. For 
(d) Wants are coinple- example, our desire for a motor-ride involves 
mentary. mjt Qj,}y ^ motor car, but also of 

petrol. 

Necessaries, comforts, luxuries; The distinction between the 
three classes of wealth is not easy to draw. By some, especially the 
„ . , . ancients, the distinction ivaS made on an 

nSar?es'fo?°effic^ Necessaries consisted of those 

things which were conducive to a life of plain 
living and high thinking; while luxuries were said to degrade a 
man. The distinction has sometimes been made on the ground of 
“productive” consumption. Necessaries are regarded as those things 
which are essential to the maintenance of life and efficiency. As such, 
necessaries may be divided into two classes, (o) Necessaries for life. 
These are limited to those things which are essential for bare subsistence. 
(6) Necessaries for efficiency. These consists of those things, which, 
in addition to the necessaries of life, enable men to keep themselves 
fit and efficient. 


In addition to these two classes of necessaries, a third class must 
also be recognised; — ^the conventional necessaries. They consist of 
. those things which are really not necessary 

sariK'™*"”*' ISMS- for maintaining life or efficiency, but which 

have become so through force of habit, and 
“which a person will insist on buying before he has completed his supply 
for necessaries.” Familiar examples are tobacco, tea, some indulgence 
in fashionable dresses, etc. 
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(c) Comforts. These stand niidwa)- between the conventional 
necessaries and luxuries. They consist of those things of life, which 
increase the efficienc5’ bf a person, but the 
Comforts. value of the increase in efficiency is generally 

less than their cost. 


(d) Lii.xurics are those thirds, the consumption of which satisfies 
a superfluous want. Their consumption does 
Lincuries. ■ not increase, but manj', in many circumstances, 
decrease the efficiency of a person. 
Necessaries, comforts, luxuries are relative terms. Differences 
of climate and differences of custom make things necessarj' in some 
places, but superfluous in others. A shirt 
relative.™'*^ ^ necessit}' for a western labourer, but is 

often a luxurj' to an Indian worker. Hence 
every estimate of necessaries must be relative to a given time and place. 
Tlie conventional necessaries vary in different societies, and in different 
social groups. The hukkah is a conventional necessity to the Indian 
ryot, while a cup of tea finds a welcome smile in many middle class 
homes. In drawing the dividing line, we must also pay regard to the 
occupation of the person. A thing which is a comfort to one person 
may be luxury to another, and a necessary for efficiency to a third. A 
motor car is a luxury to a poor man. necessary for efficiency to a doctor, 
and a comfort to many hearts. 


Is the consumption of luxuries economically justifiahlet The very 
word luxury carries a note of condemnation. But the economist is not 
. ... concerned with that. For purposes of analysis, 

when IS iuxurj’ justi- luxuries may be divided into tivo classes: — 
' ' harmful and harmless luxuries. Harmless 

luxuries are those things fe.g., expensive dresses) whose consumption 
does neitlier increase, nor decrease a person’s efficiency. Harmful 
luxuries are those things {e.g., wine) which materially diminish a 
person’s efficiency. The consumption of harmful luxuries is not 
justifiable. But what about the harmless luxuries? It is sometimes 
assumed that luxuries are" justifiable because they “make work’’, i.c., 
they give additional employment to labour. But there is no foundation 
for tills view. The money tliat is now’ spent on luxuries, would have 
been spent on the purchase of other things or invested (in the absence 
of luxuries). That would have provided work, possibly of a different 
kind, for labourers. The economic justification of luxuries lies in the 
fact that the desire for luxuries has often impelled a man to seek wealth, 
and in seeking it he indirectly confers great benefits on the socieW. 
The lure of luxuries in life is a jierpetual incentive to effort. The 
incentive may be coarse, but it works and enriches the productive 
capacity of the community'. Moreover, the desire for luxuries has been 
responsible for the growth of the fine arts. 



CHAPTER 4 


UTILITY 


Utility: In ordinary language, the word utility signifies the 
usefulness of a commodity. Air and water are stated to possess high 
utility ill this sense. But in economics, the term is used in a different 
sense. It means the capacity to satisfy wants. It signifies only the 
fact that a thing is wanted, that it is expected to satisfy a given desire. 
We may desire a thing because it is useful, but it need not always be 
the case. Nor is it true to say that utility for a thing is 'the satisfaction 
tliat we get from that thing. Desire and satisfaction do not always 
balance. Hence ulility is the measure, not of usefulness, nor of 
satisfaction, but of the intensity of desire. 

The intensity of desire with which a thing is wanted and the 
satisfaction that is actually realised from the consumption of the thing 
represent two different mental states. The 
In utility analysis, wc economist wants really to measure the second, 
assume that the intensity hg cannot do it, for he cannot enter into 

consumer. Hence he has to 
satisfaction are equal. economist 

assumes that the intensity of desire with which a thing is wanted is, 
more or less, equal to the amount of satisfaction actually realised^ from 
its consumption. But this is not always true. And Marshall himself ' 
mentions several causes of disparity between desire and satisfaction, 
e.g., impulse, habit, morbidity, mistaken expectations, etc.* But on 
the whole, when a man's habits are fairly fixed, these two will not 
differ in such a way as to vitiate the conclusions of the economists. 

Utility of a commodity cannot be directly measured. For we 
cannot define utility in physical terms as we can define food in so 
many calories. We cannot compare and make 
We can measure utility accurate estimate of our mental states, 

only imiirectly through (^tnpare the utility of one corn- 

offers of money. modity with that of another, or w'ith that of 

money, or two utilities may be compared as being in same ratio with 
two sums of money. "If we find a man in doubt whether to spend a 
few pence on a cigar, or a cup of tea, or on riding home instead of 
walking home, then we follow ordinary usage, and say that he expects 
from them equal utilities.”t , , , , « » 

Lastly, it must be pointed out that though the term utility 
suggests a particular school of ethics, in economics, we employ the 
term without any ethical meaning. The desire the intensity of which 

* Marshall. Principles of Economics. Page 92, , „ 

f/Wif. Page IS. Wc have substituted ‘‘utilities" in the place of pleasures . 
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we want to measure may be noble or ignoble; the economist is con- 
cerned only with the existence of the desire, but not with the character 
of the desire. 

Diminisbing Utility: Though there is no limit to human 
wants in general, a particular want is satiable. As we get more and 
more of a thing, the intensity of our desire for tliat thing tends to 
diminish. This is a familiar fact deduced from observations of human 
nature. Our desire for possessing one’ pair of shoes is very strong. 
But our desire for a second pair of die same pattern becomes evidently 
less. A third pair will yield still less satisfaction, while a fourth may 
be regarded a mere encumbrance. This tendency towards diminishing 
utilities from successive units of tlie same commodity is operative in 
all branches of consiunption. The rate of diminution may be slow for 
some commodities, or rapid for others, but the tendency is still present, 
and a point will come when further instalments of the commodity 
would )'ield no utility at all. This generalisation is known as the law 
of diminishing iilility, which has been stated by Marshall in the 
following words. 

"The additional benefit which a person derives from a given 
increase of a stock of a thing diminishes with every increase in the 
stock that he already has." 

Utility, as we have seen, can only be measured indirectly through 
the price that a man is willing to pay for the commodity. Stating the 
law in terms of prices then, we may assume 
Marginal unit that a person will be just tvilling to ^y Rs. 6 

for one. pair of shoes. The sum then measures 
the utility of one pair of shoes to him. Tlie second pair obviously 
yields less satisfaction than the first, and hence, for it he will offer 
less money, (say) Rs. S. This sum measures the utility of the second 
pair to him. For the third pair he will, according to tne same reason, 
lower his offer furtlier, say to Rs. 4. Then this sum measures the 
utility of the third pair. In this way, as he goes on purchasing more 
shoes, he will offer lower and lower prices, until a point will come 
when he will refuse to buy any more shoes. The last pair of shoes 
■which he is just induced to buy at a given price is known as marginal 
fiair, and the utility that he derive from this pair is known as the 
■marginal utility. Suppose he tvill just buy three pairs of shoes and 
•no -more. Then the marginal utility of shoe, so long as he buys three 
pairs, is measured by Rs. 4. We may then state the law in the 
following way: — 

"At any given time the marginal utility of any commodity to its 
owner decreases with every increase in the stock of that commodity." 

The law may be graphically represented in this way. Along OX_ 
(Fig. I), we measure- the units of the commodity (shoe), and along 
OY we measure the price that a man is willing to pay for the different 
pairs of shoes. For OA pair of shoes, the consumer will pay AA' 
price; for AB pair, he will pay BB' price because the utility of the 
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AB pair ivill be less than that of OA pair of shoes. Similarly for BC 
pair, he will pay CC' price; for CD pair, DD' price; the latter becoming 
less and less as he purchases more and more pair of shoes. A curve 
joining the points A' B' C' D' will represent the law of diminishing 
utility, and will have a negative slope. 
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Fig. 1 


The consumer's tastes 
and habits must be as- 
sumed to remain un- 
changed. 


Limitations of Law: The phrase, "at any given time," points 
to an important qualification. If we take a certain period of time into 
consideration, tlie consumer’s habits or tastes 
may change in the meanwhile. Hence it is 
no exception to the law to say that the more 
good music a man hears, the greater is his 
desire for music; or the more a man drinks, 
the greater is his desire for additional drink. For, in the meantime, 
the consumer’s habits or tastes have been altered. We must assume 
a period of time suitable to each occasion. It still remains true that 
at any given moment, given the consumer’s tastes and habits as fixed, 
the successive units will yield smaller satisfaction than before. 

Similarly, we must take the units to be of suitable amounts. If 
we take tlie earlier doses to be very small, the marginal utility may 
rise at first, instead of falling. A very short 
H take ve^ small holiday might not fully recuperate and soothe 
utv ^ man’s work-tvortn faculties ; while another 

holiday of double duration would yield more 
than double utility in soothing his nerves. Hence we must take units 
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to be of reasonable and adcqnatc amounts. These limitations are not 
thus real limitations. They merely dot the i’s and cross the t’s of 
the law. 


There are certain groiijis of commodities, the marginal utility of 
which does not diminish witli every increase in the stock of them. 

The collector of curios, or of stamps, maj'- 
margimM'utnhv *6 addidonal unitsof the curio articles 

may increase. ' stamps with increasing intensity. But 

according to Viner,* this is no limitation, if 
we take a complete set as the proper unit of obseiwatioii. For example, 
if there are known to be in existence two pearls of the same type, these 
two should be taken as one unit. The addition of pearls of the same 
type to this unit will yield diminishing utility. 

In some cases, the marginal utility of a commodity depends, not 
only on the stock that the consumer possesses, but also on the .stock 


possessed by other people. The marginal utility of one set of telephone, 
for example, rises with increasing u.se of telephones. Simil.Tr is the 
case with fashion or sti-Ie commodities. But there is no doubt tlrnt at 


any given time, given the extent of the use of the commodity, the 
utility of additional units to an individual diminishes. For example, if 
the number of telephone-users remain fixed, an nddition.il set of tele- 
phone will yield less satisfaction to the s.Tmc person than the first set. 

In .spite of these limitations, which are of no great importance, 
"the tendency shows itself so widely and with so few exceptions that 
there is no serious inaccuracy in .speaking of it as univer.sni.'' The 
law is important on the ground that it tics at the basis of the I.iw of 
demand, and provides adequate reasons for the negative, i.r., downward 
slope of the demand cun-e. 

A broader statement of the law of diminishing utility: The 
law is usually stated in the way that the marginal utility of a commodity 
is dependent on the stock in po.ssession, and 
Utility of ,1 _ thin): diminishes with cverv incre.Tsc in that slock, 
depends on many lactors. ,„;,rj;inal utility of a commodity also 

depends on the amount of other commodities that may be used as 
substitutes, and as complements. For example, the marginal utility of 
tea depends, not only on the number of cups that a per.'on has drunk, 
but also on the prict of coffee. Secondly, the marginal utility of a 
thing depends on the quantity of goods in general over which a person 
has commanded. If his income were suddenly doubled, he will not only 
offer different prices for a commodity, but he might also feel a less or 
more intense demand for the commodity. "The value of a bicycle to 
a man who bicycles because he cannot afford a motor car may drop 
to zero when he gets a motor car.” Lastly, the marginal utility of .t 
commodity depends not only on the amount of that commodity that a 


*Vincr. “The Utility Concept in Economic Thcorj'" in the /oiirnaf of 
Political Economy, 1925. 
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person possesses, but also on the amount o£ that commoditj' that other 
people possess; on the distribution of that commodity among otlier 
people : and on who the other people are. Thus the utility of diamonds 
varies inversely, and that of a particular fashionable dress, directly 
irith the e.vtent to which they are in common use. A person’s desire 
for a particular fashionable dress may increase if it becomes known 
that the members of the Royalty are known to wear it. Thus the 
marginal utility of a commoditj' to a person depends not only on the 
quantity of that commodity that he possesses, but also on the quantity 
of complementarj- and competing goods, on the amount of commodities 
in general possessed by him, on the amount possessed 1^’ other people, 
as well as the distribution of that commodity among other people, and 
even on the social classes to which the other people belong.* 

Total utility and marginal utility: Total utility is the sum of 
the utilities of all the units in possession. It is equal to the amount 
of utilities which we would lose had we been deprived of all the units 
of a commoditj'. Marginal utilitj' is tlie utility yielded by that unit of 
the commodity that a person is j'ust induced to buj' at a given price. 
To take tlie case of shoes, suppose a person buj's only three pair. 
Then the total utilitj' of shoes to him is measured by (Rs. 64-5-t-'l) 
Rs. 15, while marginal utility is equal to Rs. 4. 

It ss marginal utility, and not total utility, that is measured by the 
price. A person will go on hujdng a commodity upto the point at 
which its marginal utilitj' to him jvill be just 
Price measures margi- equal to the price that he has to paj'. It is 
utilitvl'*"**'’ utility of one more or one less unit of 

water which influences its price, and not the 
utility of all the units of water in our possession. It is evident, therefore, 
that 'the concept, of total utility is only of theoretical importance, while 
that of marginal utility is one of great practical importance. Mo one 
knows, no one cares to know, the total utili^ of all the units of a 
commodity, say tea. It never enters into one's calculations. But the 
concept of marginal utility enters daily into practical life. The ques- 
tion which cverj' buyer of commodities asks himself is where to stop. 
He has to fix a margin in every purchase, and in fixing it he has to 
decide whether one unit more or less is or is not as desirable as the 
money that he will have to part w'ith. At last he decides to stop 
purchasing;— he has arrived at the margin. It should be noted here 
that the marginal utility is not the utility of 
The mareinal unit is //,(. igst unit; it is the utility of one more or 
not the last unit. unit of a commodity, because phj^si- 

cally the units arc indistinguishable. Thus the utility of one potmd 
of tea in my stock is the same as that of any other pound, including 
the last in the same stock. But the utility of one pound of tea in a 


*Pigou. "Some remarks on utility’’ in the Economic Journal, 1903. 
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Stock of five pounds is greater, otlier things being equal, than the 
utility of one pound of tea in a stock of six or more pounds. 

Some criticism of the utility doctrine* : The concept of utility 
has come in for a good deal of criticism. First, it has been argued that 
' it rests on bad psychological premises. These 

psyAoI&v ™ critics have assumed Biat economists have 
deduced their law of diminishing utility from 
the Weber-Fechner Law of the psychologists, and argue that as the 
said law is applied by the psychologists to explain diminishing sensa- 
tions, and not feelings, therefore the utility analysis rests on unsound 
psychology. Biit there is no evidence to show that the early economists 
harrowed all their psychological notions from the psychologists. They 
did not base their generalisations on hedonistic or any other psycho- 
logical principles. They obtained their data from experience, and not 
from any psychological postulates. Secondly, it is argued that the 
. marginal utility doctrine rationalises human 

behaviour out of all semblance to reality, 
much. °° Very few men carefully consider the utilities 

of different units when buying a commodity. 
Man, in most of his activities, is neither deliberate, nor reflective. His 
behaviour is the resultant action of "impulses, instincts, habits,' customs, 
fashions and mob hysteria.” But the economist is concerned only with 
desire, not with the sources behind human desire. The desire ma^ be 
due to instinct or to impulse; to go behind desire is not ffie business 
of the economist. It is not necessary for our purpose to insist on the 
prevalence of a too much rational and deliberate calculation. The fact 
is that man is a creature of competing desires, and as the means and 
the time at his disposal are .limited, he has to choose between different 
alternatives. The purchase of one thing means the foregoing of 
another. Every man knows this tragedy of life. “The utility analysis 
is nothing more than a schematic and very 
The law yields valu- abstract account of this process of making 
ab e results. these choices.”')' And the conclusions of the 

Utility analysis pro'vide a logical basis for the generalisation of the 
theory of value. The theory has afforded a satisfactory explanation 
of the disparity between -value-in-use and value-in-exchange. It provides 
a hypothesis in harmony rvith what is known of human behaviour 
which adequately explains the dotvnward slope of the demand 
schedule. *'■$ 


*Cf. Viner — "The Utility Concept in Economic Theory” in the Journal of 
Political Economy, 1925: also Allen "Y. Young — "Trend of Economics as seen by 
some American ^onomists,” in the Quarterly Journal of Economies, Feb. 1925, 
Pp. 175-76. 

t Davenport — Economics of Enterprise. See also Henderson. Supply and 
Demand. Pp. 44-49. 

t 'Viner — “The utilitj- concept in Economic theory” in the Journal of Political 
Economy, 1925. 



CHAPTER 5 
DEMAND 


Demand: A study of the concept of utility leads naturally to 
a study of demand, for utility lies at the basis of all demand. But 
mere desire for a thing does not constitute demand for that thing. 
“If wishes w6re horses, tlien beggars might ride.” In our cliildhood, 
ue all felt a very strong desire for the alluring things displayed in the 
sweetmeat shop. But our desire was not demand in the economic 
sense. It became demand, the moment our parents, perhaps softened 
by our entreaties, gave a pice to us, witli which we literally ran to 
the shop, and which we offered to the shopkeeper. Desire, to become 
effective demand, nmst be backed by adequate purchasing power. 

Demand, in the economic sense, has always a reference to the 
price of the thing. Demand at a given price means the amount of a 
commodity which people are willing to buy at the price. We cannot 
say how much of a thing we shall buy, unless we are told the price of 
the thing. The Demand Schedule of an individual or a market is the 
list of the different amounts of a commodity that the individual or 
individuals will purchase at different prices. 

As the desire for a commodity decreases with every increase in 
the stock of that commodity, so everybody will offer lower and lower 
prices as his stock of that commodity increases. Stated in another 
way, it means that at higher prices, a person will demand smaller 
amounts of a commodity than at lower prices. 

If the price is Rs. 10, a person will demand 10 units. 


it 

il 

Rs. 

s, 

it 

„ 12 units. 

it 

it 

Rs. 

6, 

it 

„ IS units. 

it 

it 

Rs. 

5, 

n 

„ 18 units. 

etc., etc. 







The list is known as the individual demand schedule. The Market 
Demand Schedule is composed of the demand schedules of all the 
individuals in the market. Now tlie first difficulty that confronts us 
in deriving the market demand schedule from the individual demaijd 
schedules is that the demand schedules of the different individuals in 
the market are not similar. Some are rich, while many are poor. 
Even among the rich or the poor, temperaments vapf, and some persons 
will demand a thing witii greater intensity 
Market Demand than others. The demands of different indi- 

Schedulc. viduals show so many different peculiarities 

that we cannot take any individual demand schedule as representing 
the demand schedules of all individuals, and multiply it by the total 
number of individuals. But in large markets, many of the peculiarities 
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will cancel each other. And because of this reason it is possible to 
form the market demand schedules. “While the individual desire is 
fitful, the resultant of the desires of all the purchasers is relatively 
steady, — ^just as, in physics, the forces of the individual molecules of 
the atmosphere which bombard our bodies are variable and fitful, but 
the aggregate resultant atmospheric pressure is a steady fifteen giounds 
per square inch.”* 



It should be noted that the price does not measure marginal 
utility in general in the market. It only measures the marginal utility 
of the commodity to each individual separately. For, as the income's 
.and sensibilities of different persons \ary, so the same price cannot 
measure cgiial utilities to all the persons, even though every one 
purchases at the same price. 

The demand schedule is graphically represented in Fig. 2. The 
price that buyers will pay for different units of a commodity is 
measured along OY, and the quantity of the commodity that the 
buyers will purchase at different prices is measured along OX. Thus 
when the price is aa', a high price, buyers will purchase only Oa amount 
of the commodity. As the price falls from aa' to bb', buyers demand 
a large amount, i.c., Ob. And when the price falls to dd', demand 
wall increase to Od amount. 

Law of Demand : The law of Demand states that other things 
being equal, the amount of a commodity people will demand increases 
with every fall in the price of the commodity. Demand thus responds 
to price in the .inverse direction. The rate of response may bo slow 
or rapid. A slight fall in price may cause a large increase in the 


♦Fisher. Elementary Princijiles of Beaaoimct. P. 301. 
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amount demanded ; or in ease of other commodities, a greater fall in 
prices may be required to increase the demand in the same ratio. 

The phrase “other things being equal" conceals an important 
qualification. The law of Demand lays down ‘that the amount of a 
_ ... .. , „ commodity demanded always changes in 

response to changes in prices. But this may 
not hold good if, in the meantime, other con- 
ditions in the market change. For example, owing to changes in 
fashion, custom or seasons, the amount demanded of a commodity may 
not rise even though the price falls. An outbreak of small pox in an 
epidemic form in a season may cause the amount of fish demanded to 
fall without any change in price. Moreover, the amount of a com- 
modity demanded at a given price, may change without an)’ change in 
tliat price, if' the prices of rival or complementary commodities have 
changed in the meantime. In the exceptional case, a rise in price may 
actually lead to an increase in demand. This will happen if the people 
anticipate a further rise in price in the future, when they may hasten 
to buy larger quantities than before.. 

Elasticity of demand: Elasticity is an attribute of demand. 
As 'we have noted, the demand for a commodity falls as the price rises. 
But the rate of fall may be slow or rapid. The rate at which demand 
will change when the price changes is know.n as the elasticity of 
demand. 


The demand for a thing may be elastic or inelastic. Demand for 
a thing will be elastic when the amount demanded increases by a large 
amount as tire price falls a little ; or decreases 
Method ot measuring greatly when the price rises a little. Demand 
clasticitj- of demand. commodity is said to be inelastic when 

the amount demanded increases very slowly when the price falls a little ; 
or decreases very little when the price rises a bit. The terms "greatly", 
“very little" are rather vague. In order to give definiteness to our 
ideas, Marshall has suggested a method of measuring elasticity. The 
elasticity of demand, according to him, is unity when the oniomif 
demanded at a price multiplied by the price remains constant. In other 
words, the aggregate sum spent on the commodity is the same 
whatCN'er the changes in prices. For example, suppose when the price 
is Rs. 5, people will demand 100 units of a commodity. When the 
price is Rs. 4, they will buy 125 units. When the price is Rs. 2, 
tliey demand 250 units. In all these cases, the amount multiplied by 
the price is equal to Rs. 500. The elasticity of demand is unity. The 
elasticity of demand will be greater than unity, when a small fall in 
price w’ill lead to such a large increase in demand that the total sum 
spent on the commodity increases, and vice versa. In the case illustrated, 
suppose at Rs. 5 a unit, 100 units are demanded. But at Rs. 4 a unit, 
130 units are demanded. The aggregate sum spent by the buyers is 
Rs. 500 in the first case, but Rs. 520 in the second case. The elasticity 
of demand will then be greater than unity. 


1 
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The elasticity of demand is less than unity, when a small fall in 
price will lead to such a small increase in demand so that the total 
sum spent on the commodity decreases, or vice versa. For example, 
as in the case cited above, when the price is Rs. 5, 100 units are sold, 
but when the price is Rs. 4, 120 units are sold. The aggregate expen- 
diture in the first case is Rs. 500; in the second, it is Rs. 480. The 
elasticity of demand is, therefore, less than unity. 

If the curve is of the shape DD', demand is said to be clastic. 
When the curve is like dd', demand will be inelastic. 

What are the factors on which elasticity of demand depends? 
(a) The demand for lti.i-iirics is clastic, rehilc that for necessaries is 



inelastic. For, the amount of necessaries is generally pre-delerinined 
and fixed; and we would have to consume them wliatcvcr the price. 
But the uses of luxuries can easily be dispensed with when the price 
rises. The terms, “luxuries, necessaries” arc, however, relative. What 
is luxurj' to one individual or a group of individuals, may be a ncccssar 3 ' 
to another. Hence the elasticity of demand for a particular thing raries 
with different classes, according as it is a luxury or a necessar)' to a 
particular class of people. The demand for things that constitute the 
necessaries of life is inelastic for all classes; while the demand for 
things which constitute conventional necessaries is also inelastic. For, 
their use constitutes a habit, and they are not easily dispensed with. 
But among the necessaries for efliciencj', there are certain things, c.g., 
butter, milk, fish, etc., the demand for which on the part of the poorer 
and the lower middle classes is elastic, while that of the richer classes 
is inelastic. ' (&) The demand for a commodity is clastic if it has 
substitutes. Buses and Tram Cars are substitutes for each other. If 
bus-owners charge higher fares, mam* people would take to riding in 
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Conditions oii which 
elasticity depends. 


tram cars. That is, if the price of a bus-ride rises, the demand for 
bus-ride would greatly fall, (c) The demand is elastic if the com- 
modity has a variety of uses. If the commodity can be used in different 
ways, the demand will be elastic. For example, at the present price 
of a unit of electricity, a person uses it only for lighting purposes. But 
if the price per unit falls, he might use it in cooking, or in heating 
the room during the winter. Hence the fall 
in price may lead to a greater demand, 
(d) The demand is elastic if the use of the 
commodity can be postponed. For example, my shoe is a bit worn out. 
If tlie price of shoe is low, I might discard that pair, and buy another. 
But if the price is high, I might decide, after all, to go 'on with that 
pair, for a little more time, and thus postpone the purchase of shoes. 
Demand will be greater in this case at a lower price. The consumption 
of the necessaries in constant use, like rice, cannot be postponed, and 
hence their demand is inelastic, (c) The demand is elastic for high 
prices, and moderately high prices; but is inelastic for very lam prices. 
AVhen the price of a commodity remains usually at a very high figure, 
or moderately high figure, a slight fall would induce the richer classes- 
to purchase a greater quantity of it. But when the price is already 
very low, i.e., within the reach of all, the wants of all the people are: 
fully satisfied so that a slight rise or fall in -price will neither retard, 
nor stimulate consumption. Hence the demand is inelastic. (/) Demand 
mill be inelastic if the total sum spent on a commodity forms only a 
very sAiall part of the total income of an individual. In tliat case, a 
small change in price will not affect his budget materially. If, how- 
ever, the expenditure on the commodity forms a large part of the total 
budget of a person, demand will be elastic. 

The concept of elasticity of demand is of great iipportance in the 
theories of value and taxation. It enables us to study the effect of a 
given rise or a fall of prices on the consump- 
Thc imiiortance of the jigt, gf ^1,34 commodity; how far the price 
concept of elasticity in forced up or down if the supply 

decreases or increases a little. To the mono- 
polist, the concept is. of great practical 
importance. For if the demand is inelastic, it will pay him better to 
fix the price at a high level; for in tliat way only can his monopoly 
profit be maximised. But if the demand is highly elastic, his monopoly 
profit would be maximised if the price is kept low. Similarly, in 
problems of taxation, we are able to watch the effect of the various 
taxes on consumption by observing the elasticity of demand for each 
of the taxed’ articles. 

"The Principle of Substitution or the Law of Equi-marginal 
Returns: The Law of Substitution is a generalisation deduced 


theoretical and practical 
problems. 
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from the experience about any exchange transaction. We exchange 
.1- for y, because we feel less desire W one 
We substitute one thiuB q{ ^ gpjj j^ore desire for one unit of y. 

Stisfa^OT''fro.ll"both is act of exchange adds to our 

equal. satisfaction. But as we give up more and 

more units of x in exchange of those of y, the 
utility of each unit of x increases (for our stock of .r diminishes)*; and 
the utility of each unit of y decreases (for our stock oT y increases). 
So long as the utilitj' that we give up is less than the utility that we 
get, we go on exchanging. But a stage comes when the utility of 
each unit of x that we give up is just equal to that of 3' that we gain. 
Further exchange will now stop, since we benefit in no wa}- from it. 
This is the basis of the law of substitution. Either as consumers, 'or 
"as producers, we all tend to substitute one thing for another so long as 
by that act we gain additional utilit}’. .A^nd we would stop only at 
that point where we could get no more additional satisfaction b,v 
substituting one thing for another. At this stage, the satisfaction that 
we obtain from each unit is equal, and the total satisfaction from all 
units is the maximum. ' 

Hence the law of substitution is also known as the law of equi- 
marginal returns. A person tries, by substituting one thing for another, 
to get equal marginal utilities from each unit 
of Equi-marginal money. The law is applicable to coii- 
Ketums. sumptioof production, and distribution, because 

each of them can be looked upon, as a sort of exchange. 

In consumption, tlie law states tliat we all tend to distribute our 
income on different commodities and services in sucli a wa}' as to 
get equal marginal utilities from each coin- 
Thc law as applied to modil3'. Our wants arc unlimited, but the 
consumption. enjoy is short. And most of us do 

not possess sufficient means to satisfy our wants. Hence, as all of us 
want to get the best out of our income, we spend the total money 
income on the different items^ of expenditure in such a wat' that the 
marginal utility from each item is equal. If any individual finds at an\' 
time that by spending an additional rupee on tea rather tlian on cigar, 
he can get greater satisfaction, he would bu)' more tea instead of more 
cigar. Evcr3' one of us is thus measuring, conscioush’ or unconsdouslv. 
the marginal utility of each commodih- against that of another, ^^'e 
go on substituting a thing that would yield us greater satisfaction in 
the place of another )'ielding less satisfaction, until the marginal utilitt’ 
from eacli of these commodities is just equal. 

Fig. 4 illustrates the law of cqui-inarginal returns. Units of nionet* 
are represented along OX, and OV measures the amount of utilit.v 
obtained from money, whether spent on tea or dgar. The curve DD' 
measures the marginal utilit)' obtained b}- spending money on tea. 
and dd' measures the marginal utilitj' obtained from cigar bj- a consumer. 
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The graph shows that if the individual spends Oa amount of money 
on cigar, he will spend Ob amount of money on tea because in that 
case aa', i.e., the marginal utility of one unit of money spent on cigar, 
is equal to bb', i.e., the marginal utility of money spent on tea. 



We njay, however, distribute our income in purchasing a present 
or a future satisfaction. That is to say, we may prefer to spend now, 
or at some future date. And we would arrange our total expenditure 
in such a way that we obtain equal bitisfaction either from one unit 
of a present commodity or one unit of a future commodity. 

In the field of production, a business man will always try to 
distribute his resources among the different factors of production so 
that his total profits will be the highest. He 
As applied to production. is constantly weighing in his mind the 
marginal productivities of the different factors 
of producHon, — land, labour and capital. If, at any time, he finds 
that he can increase his profits by employing more machinery in the 
place of more labour, he wilt do that. If he finds that an additional 
storey to his building will be less costly than an additional acre of 
land, he will build another storey instead of buying more land ; f.e., he 
will substitute more capital and labour in the place of more land. In 
this way, he will push his investment up to the point, where, given 
his resources, and given his opportunities, the marginal product of 
each unit of his resources, whether invested in land, labour or capital, 
is equal. Similarly, an agriculturist can grow either more jute or 
more rice on a piece of land. If he finds that the cultivation of more 
jute will yield him higher profits than that of rice, he will cultivate 
jute. In this way, in every field of production, either in. agriculture 
or in industry, every entrepreneur is always spending his resources 
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on this or that factor or a combination of factors, .until the marginal * 
product of each factor is equal. 

In the theory of distribution, tlie law seiwes to explain the share 
of each factor of production. Now, if we take a dynamic view of tlie 
, productive organisation, each factor can be 
To distribution. substituted for another factor. As we .have 

noted, every entrepreneur will push his 
investments either in land, • labour, capital, or organisation, upto the 
point where tlie marginal productivity of each unit of a factor is equal. 
At this stage, the marginal productivitt’ of each factor tends to be 
measured by its remuneration. 

Thus the law of substitution is of fundamental importance in ever}' 
field of economic activitj-. The law is closely related to the law of 
diminishing utility and the law of diminishing returns. If an increase 
in the stock of a commodity yields increasing satisfaction, instead of 
diminishing satisfaction, no one would have thought of substituting 
one commodity for another. It is only because the additional units of 
a commodity yield less and less satisfaction that we think of purchasing 
other articles. Similarly, if the increased application of any one factor 
of production, others things remaining fixed, would have yielded 
increasing, instead of, diminishing returns, no producer would substitute 
one factor for another. 

It may lie objected that the statement of the law ascribes a too 
much rational and calculating character to human nature. In spending 
our income, we do not consciously measure the utility of qne com- 
modity against tliat of' another. Too often we buy from mere habit, 
or instinct. But as Chapman points out, "we arc not, of course, 
compelled to distribute our incomes according to the law of substitu- 
tion or equi-marginal c.xpcnditurc, as a stone thrown into the air is 
compelled, in a sense, to fall back to the earth ; but as a matter of fact, 
we do in a certain rough fashion, because we arc reasonable."* 

Two important deductions can be drawn from this law. From 
the operation of this law as applied to .consumption, we can know 
the marginal utility of money. The marginal utility of money is the 
utility of an additional unit of money. Unless the utilit)’ of this 
additional unit of monc.v was the same, whether spent on this or that 
commodity at the margin, we could not speak of a definite marginal 
utility of money. For, in that case, its utility would have varied as 
it was spent on this or that commodit)-. 

Another important deduction from this l.aw is the doctrine of 
inaxinimii satisfaction. When the marginal utilities are equal, the total 
utility is the highest. Let us take a con- 
Doctrine of Maximum cretc example. Suppose a person can spend 
Satisfaction. 5 cither on tea or on cigar. Obviously 

he will want to get the maximum satisfaction from his money. Now 
suppose, 

♦Chapman. Outlines of Polilieol Economy. Page 4S. • 



DEMAND 


37 


If he spends Re. 1 (being one unit) on tea, he will get satisfaction 
worth Rs. 8. 

If he spends another rupee on tea, he will get satisfaction worth 
Rs. 7. 

If he spends one more rupee on tea, he will get satisfaction worth 
Rs. S. 

If he spends one more rupee on tea, he will get satisfaction ^vorth 
Rs. 3. 

If he spends one more rupee on tea, he will get satisfaction worth 
Re. 1. 

Again if he spends Re. 1 on cigar, he gets satisfaction worth Rs. 6. 

If he spends one more rupee on cigar, he gets satisfaction worth 
Rs. S. , 

If he spends one more rupee on cigar, he gets satisfaction worth 
Rs. 4. 

If he spends one more rupee on cigar, he gets satisfaction worth 
Rs. 2. 

If he spends one more rupee on cigar, he gets satisfaction worth 
Re. 1. 


Now if he spends the whole of Rs. S on tea alone, he will piet 
satisfaction worth Rs. 24, or on cigar alone he will get satisfaction 
_ , . . worth Rs. 18. If he spends Re. 1 on cigar, 

^ ^6 gcts satisfaction worth 

litics are equal.* 29. If he spends Rs. 2 on cigar, and 

Rs. 3 on tea, he gets satisfaction worth Rs. 31. 
But if he spends Rs. 3 on cigar, and Rs. 2 on tea, his satisfaction is 
measured by Rs. 30. Thus we see if he spends Rs. 2 on cigar and 
Rs. 3 on tea, he gets the maximum satisfaction ; and the utility 
of the last unit of money, i.e., marginal utility devoted to the purchase 
of tea, (f.fl., 5) is exactly equal to that spent on cigar (f.e., also 5). 
Hence when the marginal utilities are equal, total utility is the highest. 
This is known as the^ Doctrine of Maximum Satisfaction. 

Consumer’s Surplus: The doctrine of consumer’s surplus is 


a deduction from the law of diminishing utility. The price that we 
pay for a thing measures only the marginal 
It is deduced from the utility, but not the total utility. Only on 
Smw. the marginal unit, which a man is just in- 

duced to buy, the price is exactly equal to the 
satisfaction that he expects to get from that unit. But on other units' 
that he buys, he enjoys some extra amount of satisfaction. He would 
be willing to paj' higher prices for these units than what he actually 
lays for them. The difference between the amount of satisfaction which 
a consumer obtains from purchasing things over that which he foregoes 
by 'paying money for them is the economic measure of consumer’s 
surplus. It represents the excess of satisfaction that he secures, the 
excess being equal to the difference between the utility of the goods 
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acquired and tliat of the goods sacrihced. Had he been deprived of 
the commodity, he would then have been forced -to spend the money 
on the purchase of other commodities from which he docs not derive 
the same amount of satisfaction as before. 

In order to give definiteness to our ideas, let us take up the 
e-\-ample of shoes given before. As we have stated already, from the 
first pair of shoes, a man e.Npects to get satisfaction worth at least 
Rs. 6; from the second, he expects addilional satisfaction worth Es, 5. 
From the tliird, he expects additional satisfaction worth Es. 4. Suppose 
he is just induced to buy three pairs and no more. Since in a market, 
there cannot be more than one price, the price that he pays for each 
pair is measured by that of the marginal pair, i.e., by Rs. 4. He will 



pay ill all for the three pairs, (4X3) or Rs. 12. But by hyixithesis, he 
is enjoying from' the three pairs an amount of satisfaction worth 
(Rs. fi-f-Rs. S+Rs. 4)=Rs. 15. Hence he enjoys a surplus of Mtisfac- 
tion from his purchase worth (Rs. 15 — ^Rs. I2)=Rs. 3. Consnmer’s 
surf Ins is then measured by the difference between the total utility and 
the marginal utility inultiflied by the uuinber oj units purchased. 

Fig. 5 _ illustrates the amount of consumer's surplus that an indi- 
vidual obtains from the consumption qj a commodity. In fig. 5, price 
or utility is measured along OY, and the quantit)' is measured along 
OX. For OA amount of a commodity, an individual is willing to pay 
AA'. i.e., he expects to get at least OAA'P' amount of satisfaction. 
Otherwise be will not pay a price equal to AA'. For AB amount, 
he will pay a price equal to BB'. That shows that he expects to 
derive ABB'A' amount of satisfaction from AB. units. For the BC 
unit, he will pay CC' price which means that he expects to get from 
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We must assume the 
marginal utility of money 
to be unchanged through- 
out. 


it satisfaction equal to the area BCC'B'. - Supposing he purchases these 
three units, OA, AB and BC at the price CC', the aggregate sum of 
money that he spends is measured by the area OGCP (i.o., OC'XCC')- 
Hence the consumer derives from the purchase of OA, AB and BC 
units surplus satisfaction measured by the area PC'A'P'. 

The amount of surplus satisfaction depends, in the words of 
Marshall, on our opportunities, or conjuncture. In modern societies, 
many articles are produced -with great ease and with low cost, and 
hence sold at very' low prices, whereas the satisfaction that we get 
from them is often very great. But in the less developed communities, 
the satisfaction that we would get from a commodity would seldom 
exceed the dissatisfaction or the disutility of producing it. 

Difficulties of measuring consumer’s surplus: Certain diffi- 
culties have to be faced in measurii^ consumer’s surplus in terms of 
money. It must be assumed that the spending 
of more or less money does not affect the 
marginal utility of money, or if it affects at 
all, must affect it in such a slight manner that 
it can be ignored. This assumption is justified 
only when tlie expenditure on any particular commodity forms only a 
very small part of the total income. But when we have to consider the 
case of commodities, the expenditure on which forms a substantial part 
of the total income, the increase or decrease of expenditure will alter the 
marginal utility of money and thus vitiate our conclusions. 

This difficulty is real, and limits the utility of the doctrine. 
Marshall’s reply to this criticism was that this difficulty was present 
in all economic problems, fnd so was not special in the case of this 
doctrine. J. R. Hicks* has suggested a solution for this difficulty. 
According to him, the best way of looking at the problem is to conceive •c-"' 
of consumer’s surplus i n the nature of a gmn in money income caused 
■ by the fa ll in the price of a commodity. Sup^se "a "perSn will buy 
4 pairs of oranges at 10 pice a pair, and if the price falls to 6 pice, he 
may decide to purchase only 4 pairs of oranges at 6 pice per pair, 
and his money income will then have increased by 4 as. which he may 
spend on other commodities. Most probably with the relative change 
in prices, he may decide to buy more oranges, and less of other 
commodities, and so make himsdf better off. In any case, we can 
conclude that the consumer’s surplus that he derives from the fall in 
the price of oranges will not be less than 4 as. 

Another difficulty arises when the abnegate consumer’s surplus 
in a market from the consumption of a particidar commodity is to be 
measured in terms of money. For in a 
Differences of wealth. market composed of different classes of people, 
some of whom are rich and others are poor, 
the spending of a rupee means greater sacrifice to the poor than to 


* Value and Capital. P. 38 — 41. 
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lities. 


As one buys more and 
more units, utility of 
the earlier units de- 
creases. 


Jhe rich. Moreover, even if all persons possessed equal incomes, the 
tastes or sensibilities of different persons would varj'. One person' 
tnay desire a thing with, greater intensity than another and hence he 
may be willing to offer a higher price for that thing; or alteniately, 
even after paying the same price as the other person, his satisfaction 
will evidentli' be greater. But these difficulties 
Differences in sensibi- Jq ngj. pyj. gg insurmountable obstacle in the 
way of measuring the consumer's surplus in 
a market. For when we consider the case of a large number of people, 
the law of averages comes into operation. The high sensibility or 
■wealth of a few persons for a thing will be balanced by the low 
sensibility or povert)' of others so that on the average, such differences 
of tastes or incomes may be neglected. 

Some economists, like Patten, have argued that as a person goes 
purchasing more and more units pf a commodity, the intensity of his 
desire for the earlier units diminishes. In 
other words, as he increases his purchases, 
his demand prices for the earlier units fall, 
along with his satisfaction from their con- 
sumption. So our measurement of consumer's 
surplus would be inaccurate. To take our example of shoes, as the 
person goes on buying shoes, liis satisfaction from the first pair 
diminishes, and is much less than Rs. 6 when he buys the third pair. 
But "it is highlj- improbable tliat a slight change in the consumption 
of anything would have an appreciable influence upon the utility of the 
earlier increments, because a considerable change in consumption is 
necessary to make us aware that any change in ‘commonness’ Ifas taken 
place.”* Moreover, this misconceives the method of determining the 
lists of demand-prices. The objection would have been ralid, if the 
list of demand prices indicated the average utility of the units. In 
our example, the utility of the first pair of shoes is Rs. 6. "When he 
buys the second pair at Rs. 5, the average utility of the two pairs will 
be Rs. 5J4. When he buys the third pair at Rs. 4, the average utilit}' 
of a pair -falls to Rs. 3. Hence if "our demand cun’e measured only 
average utility, then as a man went on buying more and more of a 
thing, the average utility of the earlier units would have fallen. But 
the list of demand prices indicates additional utility of additional units. 
The utility of the second pair is the utility that a person gets, in 
addition to the utility' of the first pair of shoes. And this utility is 
measured by Rs. S. In that case, the subsequent purchases would not 
affect the utility of the earlier purchases. And so the objection is not 
valid. 

Another difficulty is that we cannot draw the earlier portions of 
the demand cun-e which are pimely hypothetical. We ourselves do 


♦Pigou. "Some remarks on utilit)-" in the Economic Journal JL903, page 65. 
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not know how inuch money we would offer, if. we are threatened with 
,,, j , , „ the almost complete loss of a commodity. 

fulf 'T ““P‘ by 

mere guess-work, what a person will be will- 
ing to offer for one^ pair of shoes, had it been known that there is only 
one pair of shoes in existence. Hence the demand-price for a com- 
modi^^ is a mere guess-work except in the neighbourhood of customary 
prices. But this is a mere theoretical difficulty, and not a very serious 
one. For, the practical applications of the doctrine are concerned more 
with the reactions on the amounts of satisfaction consequent on changes 
in prices in the neighbourhood of customary prices, than with hypo- 
thetical scarcity prices. Wliat we want to measure is the changes in 
the aggregate consumer’s surplus made by small changes in prices 
{c,g,, in problems of taxation). And for this purpose, our list of 
demand-prices, though defective, is fully sufficient. 

Some difficulty is introduced in the measurement of consumer's 
surplus, owing to the presence of substitutes, or complementary goods. 

. . . Tea and coffee are often taken as the typical 

Difficulties owing to the example of substitutes. If tea could not be 
pr«fnce of 

loss of satisfaction owing to the absence of tea would be substantial 
no doubt, but if both tea and coffee were absent, their loss would be far 
greater, for in that case, they would have no coffee to fall back upon. 
Thus the total utility of both tea and coffee is greater than that of tea 
plus that of coffee determined on the supposition that when one is 
absent the other is present. Hence even if we add together the total 
utility obtained from both tea and coffee, that would not measure the 
total amount of satisfaction from their consumption. To meet this 
difficulty, Marshall suggests that in these cases, we should consider 
both tea and coffee as one commodity ; and group tlie goods, which are 
substitutes, under one common demand schedule. 

To determine the total utility of a commodity, which is one of the 
necessaries of life, is a very difficult task. Often the satisfaction from 
their consumption is negative. That is, we 
The consumer's ^surplus (jg actually feel any positive satisfaction 
MgTtivrSd Mefim?!!'" f™?’ ,*era. But we would smously miss 
their loss. Rather than be deprived of them, 
we would offer everything we possess. The consumer’s surplus is 
thus often indefinite. This is true, not only of necessa.ries of life, but 
also 0/ conventional necessaries. In order to meet this difficulty, we 
■may adopt the suggestion of Patten, and distinguish between a “pain 
economy” and a “pleasure economy.” The first is the stage when a 
person consumes only the absolute necessaries to support life, “to 
prevent hunger, thirst, freezing; to ward off pain, not to yield satis- 
faction.” The second stage begins after the first, when a person has 
got more than enough to support life, when positive satisfaction begins. 
Consumer’s surplus can be measured only in the second stage. 
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Similarly, witli regard to commodities whicli satisfy primarily the- 
desire for distinction, the total con.sumcr's .surplus i.s often indefinite. 

TIic.se things te.p.. diainMiid.s I fjossess prc.-tigc 
Con.sunier.s surplus of value. And tlic sati.sfnction from such articles 
tigc value is'^Mcfinitc."' M'onhl decrc.a.se matfrially. if their price falls 
from the high level. I'or e.yample. if the 
price of diamond.s fall.s from the prc.sent level, its high utility to the 
prc.«ent users would vanish. Hence in the case of such articlc.s. a 
fall of prices will not ahvays increase the amount of consumer's surplus. 


Prof. Kicholson has cast serious douhts im the utility of the whole 
doctrine. “Of what avail is it to .s,iy that the titility of an income of 
l.sayl .£100 a year i.s worth l.say) £1.000 a 
The doctrine i.s hypo- vcar?" According to him. the doctrine is 

e 1 C. 1 . .TO unre.a. purely h}"pothetical and arhitrary. Thi.s is no! 

correct. The doctrine points out the very imivirtain henefit.s that 've 
derive from onr economic environment, if we compare the conditions 
non- with tho.se of some [•asl (leriod, or the contlitions of mu; cmintry 
with those of another. For, as Mar.shall points out. the qne.stiiei would 
be of some avail if we comiwrc the conditions in Central Afric.a and 
London. There are many things, many amenitie.s of life, which are 
availaWc in London, hut tint in Central .Africa, t fence we cast s.ay th.at 
a person with an income of .£1.000 in Central .Afrira is almo.st n.s 
much well off as a similar jicrson -with £100 in f.ondon. Moreover, 
it mu.st he pointed out that ordinarily we do not want to me.xsure the 
total utility of income, hut we want to hnow the anunmt of cliangc.s in 
consumer’s surplus due to small fluctimlious in prices. .And for tin's 
purpose “the engine which he (Marshalll h.i.s devised. tliongJi limilctf 
in range, can therefore often .serve ns."* 


Though the exact measurement of consumer's .surplus is not nlwny.s 
possible, the doctrine is. however, not fanciful. It is neither hvjyj- 
tlictical, nor unreal, because it is a generalisation from our ordinary 
ideas. “Tliough that .surplus may not he clear at the lower end of 
the scale of consumption, where Imre ncces.saric.s alone are liouglu. or 
at the upper end. where mere vanity is satisfied, it is unmistakahle in 
regard to wlj.at may lie called the tnie enjoyments of life." 


Theoretical and practical utility of the doctrine: Tlie concept 
of consumer's surplus w.is first introduced by Mar.shall, “to put f.amiliar 
language in a finii comiwct sliai’C. re.ady to 
It measures the differ- .serve as the Irasis for further study." The 

cnecs between wiliie-in- doctrine points out the imixirtant fact that the 

cbTOcc''"'* price of a commodity does not always ir.cHcdr 

the exact amount of satisfaction derived from 
it. It provides a .satisf.actnry explanation of the fact that for many 
commodities of onlinary use. like s.alt etc., the vahie-in-iise and the 


Pipow. “Some remarks on ntility" in tlic Frenoinu- Jcuriicl. p. 
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value-in-exchhnge diflfer, and it provides a tool for a somewhat rough 
measurement of this difference. Secondly, it 
It enables us to compare enables us to compare the amount of real 

conditions of different of one country enjoys in relation to that of 

periods. income, or the flow of utilities that a member 

' of one country enjoys in relation to that of 

the members of another country; that he enjoys during the present 
period in relation to some past period. Thirdly, it may be of some 
importance to the monopolist. He may fix the price of his articles 
I so high as to leave no .consumer’s surplus to 

It is of great import- ^^y customer. But in that case, he may have 

toryVmXly! ' “PP^Won of the consumers, or 

I public intervention. So with a view to safe- 

guard his monopoly, he may lower his prices so as to leave a certain 
amount of consumer*s surplus. He will be prompted to do it the more 
so, if he is actuated by the regard for public welfare, or for extending 
his future business. The present low prices. 
It helps us to measure making the people familiar with the use of 
the gain from , interna- article, . would ultimately lead to an in- 

tona ra e. crease of demand, and hence to increased 

profits. Fourthly, as Marshall points out, the gains from international 
trade may be measured in terms of an increase of consumer’s surplus 
obtained by the inhabitants of the countries trading with each other. 

Fifthly, the doctrine is of special importance 
It enables us to mea- problents of taxation. It raay be of service 
sure the effect of changes Finance Minister in deciding how milch 

of taxes on commodities. ^),g consumer’s 

surplus by an additional tax of a few annas per maund on salt, or on 
sugar. If the commodity is one, whose production obeys the law ot 
increasing returns, the price of the article would be raised by more 
than the amount of the tax; whereas, if it obeys the law of diminishing 
returns, the price would be raised by less than the amount of the tax. 
Hence the loss of consumer’s surplus would be larger in the first cMe 
than in the second esse. Priina facie, other thinp being equal, a tax 
on the second type of commodities is to be preferred to that on the 
first. The opposite happens in the case of bounties. Thus interlaced 
with many intricate problems of economic theop^, the doctnne of con- 
sumer’s surplus remains a very serviceable engine for the discovery ot 
concrete truth. 



CHAPTER 6 

WHAT IS PRODUCTION? 


■ In ordinarj- use, production means the creation of matenai imngs. 
But man cannot create matter. ' It is given by Nature. What man can 
do is to change the shape or form or size ol 
Man does not produce material things given by Nature. We 

matter, but only utdity. irbn ores or coal. We can only 

utilise them. Coal that is under the bowels of the earth is brought 
above the surface and is used in various ways. That is what we mean 
by “the production of coal." Tlie labour of man cannot create even 
one atom of matter. Hence production cannot mean the creation of 
material things. 

Production, in economics, means the creation of utilities. Man- 
changes matter so as to make it more valuable. The, timber in the 
forests is certainly valuable. When it is brought to the cities it becomes 
more valuable. More utility has been added to the timber. So the 
act of transferring it from the forests to the cities is a productive act. 
Further, when the timber is used by men and made into chairs, tables, 
etc., the latter are more valuable than the timber. Hence this act is 
also productive. 

The utilities that can be created are of three kinds: — form, place 
and time utilities. A change in the form, shape, weight, colour, smell 
or any otlier quality of a thing which imparts 
Three kinds of utilities. some utilitj' to that thing, which increases its 
capacity to satisfy human wants, is the crea- 
tion of form utility. Further, a thing may be made more useful by 
bringing it from the place where it is abundant, to a place where it is 
rare. As a result, its utility increases. This kind of utility goes by 
the name of place utility. Traders and merchants create place utility. 
Lastb', a thing may be plentiful in one season of tlie year, but scarce 
in another season, or a thing might be abtmdaat in a good 3 'ear, but 
scarce in a lean year. If the commodity in question is presen-ed from 
one season .to another or from' One year to another, a higher utility is 
imparted to that commodity. This preservation creates tune utility. 

Productive and ,unproductive labour: The idea that some 
kinds of labour are of special significance while others are not is as 
old as Aristotle. He classified certain func- 
Only labourers who tions, e.g., agriculture as “natural” ; while 

produced material goods mercantile trade and exchange were regarded 

‘bj' him as “unnatural”. This idea appeared 
in different forms in different w'riters. Tlie 
Mercantilists, for example, regarded all foreign trade which resulted in 


ivere considered produc- 
tive. 
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a large import of specie as the best of all occupations. The Physiocrats, 
the precursors of the' modern economists, however, looked, upon the 
merchants as belonging to a "sterile” profession, which did not yield 
any net product, or surplus.' According to them, agriculture ws the 
productive occupation par excellence, because Nature’s bounty yielded 
a large surplus of production. The concept broadened at the hands of 
Adam Smith. who classified not only agriculture, but all trade and 
other allied professions as productive. According to him, only euch 
labour as turned out vendible commodities or material goods was pro- 
ductive. Not only the manual labourers, but also those by whom the 
operations were guided and promoted— the foreman, the engineer and 
the manager were regarded as doing productive work. Even then, 
Adam Smith' “excluded not only menial servants and some of the most 
frivolous professions such as players, buffoons, musidians, opera-singers, 
opera-dancers; but also some of the gravest and most important such 
as churchmen, law)'ers, phj'sidans, men of letters of all kinds, 'even 
economists presumably’. 

’ This distinction between productive and unproductive labour, as 
based on the turning out of “material” goods, also appeared in the 
writing of J. S. Mill. But these writers failed to see that this dis- 
tinction would lead to many inconsistencies. Let us take the case of 
musicians. The labour of a musician was regarded as "unproductive” 
because it did not result in the production of material goods. But the 
maker of a musical instrument was classed as productive. If those 
who used the instrument are regarded as unproductive, then why is 
the instrument made at all? And why regard the labour of producing 
it as productive? If the maker of the instrument is productive, its 
user must also be so. Man, as it has been stated, does not produce 
matter. 'Wliat he does is simply to increase the utilit)’- of things given 
by Nature. 


wards the satisfaction of 
a want is productive. 


The modern standpoint is that all whose labours satisfy wants 
should be regarded as productive labourers. “So long as a person who 
buys a thing or pays for a service really 
Labour directed to- desires it, the labour which yields him tlie 
satisfaction is productive.” The labour of a 
professor, a lawyer, a soldier or a judge, is 
productive in this sense. Only persons who are to be excluded from 
the class of productive labourers are those who could not finish their 
labour, or who produced things for which there is no demand. 

■ Now the question arises whether the labour of those who do not 
contribute to material W'elfare, whether directly or indirectly, are to be 
regarded as productive. Take, for instance. 
Is labour whose ser- maker of a quack medicine. Is his labour 
to be regarded as productive? Obviously 
yes, because so long as the purchaser wants 
that sort of thing and is willing to pay a price, he must be obtaining 


vices do not contribute to 
w'elfare productive? 
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.some satisfaction from it. If ire once begin to exclude goods and 
sen-ices which do not appear to us to promote economic welfare, we 
shall never know where to stop. 

Factors of Production: All productive operations are the 
result of the co-operation of several agents. What are these scents 
or factors of production? The classical economists recognised three 
factors of production, vh., land, labour and capital. Land in economics 
does not refer only to the surface of the earth ; it includes 'the materials 
and the forces which Nature gives freely for man’s aid in land and 
water, in air, light and heat.' It includes agricultural land, rivers, 
mines, light, etc. By labour is meant any type of human activitj-, 
whether ph3'sical or intellectual, which is not undertaken for the sake 
of pleasure onlj'. Everyone is a labourer, whether he is a mathematician 
or a coolie. By the application of labour to natural elements we 
obtain certain material objects, which are further utilized in production. 
These material objects which are embodiments of past labour and 
which help the present processes of production are known as capital. 
But with the growing dei-elopment of business organisation, the func- 
tions of a separate agent became quite clear. So a fourth factor was 
added to be known as organisation. 

The labour of directing and organising a business enterprise is 
called organisation. Organisation is of utmost importance in these 
daj's of mass production. The main function of organisation is to 
co-ordinate the different factors of production in proper proportions so 
as to get tile maximum yield with the. minimum of cost. 
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Land, in economics, refers to all the natural resources of a country. 
It, therefore, includes not only the total area and the different kinds of 
soil, but the climatic conditions, the heat, air, light, the mines and 
forests, river and sea fisheries, water power of all kinds, etc.' Land 
plays a vital part in the economic life of the people. It provides the 
sites for the houses, factories, gardens; yields the food which sustains 
life and provides all the materials on which man works. The most 
important fact which the economist has to face with regard to land is 
the great inelasticity of its supply as compared to other factors. The 
supply of land cannot be increased as rapidly, or with as much ease as 
the supply of other factors. As population increases in a country, less 
land has to be associated with each individual worker. When this 
happens, the total output per individual worker tends to decrease 
continuously. This tendency is known in economics as the law of 
diminishing returns. 

The Latv of Diminishing Returns: One of the most funda- 
mental doctrines of economics, the law of diminishing returns is 
nothing but a generalisation drawn from the actual experience of 
farmers. Indeed, a Scottish farmer is said to have been the first to 
state this law. The experienced farmer knows that he cannot raise 
an unlimited amount of produce profitably from one acre of land. As 
he cultivates a partiailar piece of land more intensively, the produce 
does not increase in the same ratio. If one puts forth double one’s 
effort in cultivating one acre of land, at first the total output may be 
doubled - or more than doubled. But if the quantity of labour and 
capital is doubled a second time, the total output will not be doubled ; 
it will be less than double. This is the law of dihiinishing returns, 
which has been stated by Marshall in the following terms; — "An 
increase in the capital and labour applied in the cultivation of land 
causes in general a less than proportiopte increase in tire amount of 
produce raised, unless it happens to coincide with an improvement in 
the art of agriculture.” 

Let us illustrate the law. In tire next table three bighas of land 
are cultivated, at first by one labourer, then by two and so on. Each 
of the labourers is equipped witli (say) a plough and other necessary 
^icultural tools: and the land is adequately manured and irrigated. 
The third column shows the total product in each case, and the last 
column shows the additional product- due to the employment of the 
additional labourer. 
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It is evident from this table that at first if another labourer with 
proper equipment is added to the one already working, total product 


1 

Land I 

Labourer 

Total 

Product 

Additional 
^ Product 

3 bighas 

1 labourer 

35 maunds ^ 

3 „ 

2 labourers 

75 maunds ; 

40 maunds 

3 „ 

3 labourers 

112 maunds 

37 maunds 

3 „ 

4 labourers 

152 maunds ; 

! 

30 maunds 


may increase b}' more than in the first case. But if a third man is 
added to cultivate the sariie land, the additional product does not increase 
in the same ratio. This is the point of diminishing returns. 

The curve in Fig. 6 represents tlie law of diminishing returns. 
OX measures the amount of labour and capital applied to a particular 
piece of land and OY measures the additional product. At first, tlie 
land may not be adequately cultivated, and as more and more units 



of labour and capital are applied, the returns may increase more than 
proportionately. This is represented by the upward slope of the curve 
from A to P. After the stage P is reached, any further application of 
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labour and capital \vill cause the returns to increase at a diminishing 
rate. So the curve slopes do^vnwards from that point. 

Here it should be noted that the law refers not to the price but 
only to the total volume of the produce. Another thing that must 
Th« i=nr ref.rt tn remembered is that the law does not state 
produce, to priS. the returns or produce diminish. Total 

produce increases, but increases at a conti- 
nually diminishing^ rate. It is a case of diminishing increment. Another 
fact to be noted is that the diminution in produce is not due to the 
decline in tire fertility of land after continuous cultivation. In stating 
the law of diminishing returns, we assume that tlie fertility of the soil 
remains constant for the time being. The application of more labour 
and capital to a fixed area of land will yield diminishing returns. The 
fact is that the supply of land, from the social point of view, is more 
limited than that of other factors of production. Of course, neither 
of tlie four factors is unlimited in supply. But the supply of land is 
more inelastic than that of others. In modem communities, labour and 
capital are increasing at a faster rate than land. Hence more capital 
and labour have to be applied to land as it grows more scarce. As 
this is done, the total produce tends to increase at a diminishing rate. 

The tendency towards diminishing returns operates in two ways. 
First, as it becomes necessary to raise more produce, the farmer may 
begin to cultivate lands of inferior fertility, or less advantageously 
situated than the former lands. Hence tlie return to his labour will 
decrease in the second case. This is known as extensive cultivation. 
Secondly, the farmer may apply more labour and capital to the same 
land which he cultivated before. In this case also the yield ivill be 
less than that in the first case. This is known as intensive cultivation. 
Marshall assumed that a farmer applied labour and capital to a plot of 
land in successive "doses”, each consisting of a given amount of 
labour and capital. As a cultivator applies more and more doses 
of labour and capital to his land, the additional produce due to each 
successive dose decreases. A stage will come when the additional 
returns due to a particular dose of labour and capital will be exactly 
equal to the cost incurred on account of the labour and capital. This 
dose of labour and capital is known as the marginal dose. And the 
land to which this dose is applied is known as the marginal land. 


The law is based upon certain assumptions. The first assumption 
is that the land is already utilised in the best known manner. Adequate 
amounts of labour and capital have already been applied in the culti- 
vation of the land. It may be tliat a particular piece of land has been 
so under-cultivated that a further application of labour and capital 
yields, not diminishing returns, but increasing returns. Hence we must 
assume tliat the land has been cultivated in the best possible manner. 
Secondly, .it is assumed that agricultural skill and knowledge . and 
metitods of cultivation remains the same. There is no discovery of 
new resources, no change in the technique of production, no new 
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iim’-ention or scientific discovery. If a new invention, or a change in the 
technique of agricultural production increases the productin'ty of 
lexisting lands, the operation of the law may be entirely counteracted 
for the time being. For e.xaniple, after 1919- 
■ iLimifations of the Law. 1920, there occurred an increasing use of 
madiineries in agricultural production and 
great application of science to agriculture. The result has been an 
over-production of farm products. Under such circumstances, the law 
is clearly held in check. But the operation of tlie law is liot completely 
'stopped. The tendency is there, and the moment man stops his unceas- 
‘ing search for scientific progress, it rvill come into operation. Those 
■who deny the existence of this law seem to forget that but for tliis 
laiv, it would have been an easy task to supply the world’s total food 
requirements by cultivating only one acre of land. 

The law of Diminishing Returns as applied to spheres of 
production other than agriculture: So far we have considered 
the application of the law to agriculture. The law equally holds good 
in other spheres of production, w/r., mining, urban land, fishery and 
indeed in all .sections of industry. 

In. mining, if there is no improvement in tl>e arts of mining, the 
tendency to diminishing returns shows itself. Apart from the possi- 
bility that tlie deposits in the mine will be exhausted sooner or later, 

. it becomes necessary in most of the mines to go deeper for an increased 
supply, with a resulting rise in cost. The 
The Law of D. R. ui gj gog). q{ lifting deposits 

increases. As tlie mines are to be worked 
deeper the internal structure of the mines must be made stronger; 
better lighting and airing systems must be introduced and thus cost 
goes on increasing and there is a tendency to lessening yield with 
increasing depth. 

In urban land, the law is also operative. In modem days of steel- 
frame construction sky-scrapers can be built with twenty, thirty or 
fifty stories. Sooner or later, however, a stage is reached where the 
gain from building up additional stories tends to diminish. The 
poorer light and air on tlie lower floors, the 
In urban land. cost of lifting goods and materials, the diffi- 

culties of supervision begin to tell, and tell 
the more and more stories are added. The tendency to diminishing 
returns asserts itself. 

In fishery, especially in river fishery, there is a limit to increasing 
returns from an increasing application of labour and capital. The 
available supply of fish in a river, like tlie 
In fishery. fertility of land, is limited; hence a point 

comes after which an increase in the supply 
of labour and capital gives but a diminishing rate of increase in the 
catch. In sea fisheiy', however, the supply being verj' great, there is 
hardly any tendency to diminishing returns. 
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In recent times it is being increasingly recognised that the law of 
diminishing returns is not applicable only to tiie case of land. In our 
statement of the law, we assume that the supply of land is kept fixed, 
while increasing quantities of other factors are applied to land. In this 
case total produce increases at a diminishing rate. But this holds 
good in every sphere of production. Whenever a fixed supply of any 
factor of production has to he worked with increasing quantities of 
other co-operating factors, the total produce tends to increase at a 
diminishing rate. Modem writers now speak of a law of variable 
proportions. For technical or other reasons, it may become difficult 
to increase tlie supply off a factor of production; or the additional 
supplies that are available are of inferior quality. If it becomes essential 
to increase the output, other factors of production will be combined 
with a fixed supply of tliat factor, or with larger amounts of the same 
factors, but of inferior efficiency, the expenses of producing the addi- 
tional output will tend to increase. It is not necessary to assume 
that the proper combinations of factors have not been made. Even 
if the employer is fully efficient, it may not be possible to increase the 
supply of some one or other agent of production. This is of especial 
importance in the case of land. The supply of good land is fixed. If 
it becomes necessary to increase the production of agricultural goods, 
recourse must be had to land of inferior quality, or the good lands may 
have to be cultivated more intensely than before. Hence the total 
produce will not increase proportionately. The same is true with regard 
to capital and other factors. Even if an efficient employer may have 
to combine increasing quantities of other factors along with a fixed 
amount of capital, the additional output will then be raised at higher 
cost per unit. The marginal cost of production will tend to increase 
when a larger output is produced. Whenever a fixed supply of a 
factor or a number of factors is associated with increasing supplies of 
other agents, the tendency asserts itself. Re-stated in this way, the 
law of diminishing returns is of universal application in all spheres of 
production. 



CHAPTER S 

SUPPLY OF LABOUR AND THEORIES OF POPULATION 

Supply of Labour: Of all factors of production, the human 
element is the most important. Xhe volume of production of a countrj' 
depends upon the total available labour supply. Hence the importance 
of ^e population problem. Man is' not only a means of production - 
he IS also the end of production. The problem of population is, there^ 
fore, of double importance to the economist. He is interested in man 
as a producer of tvealth and as also a consumer of wealth. In this 
chapter, our endeavour will be to study tlie laws according to which 
the number of population is determined and on what does depend its 
qualitj'. The supply of labour depends not only upon the number of 
the population but also upon its quality. The total number of popula- 
hon in a country depends upon birth and death rates, migration and 
immigration, of which the first ttvo are the most important. 

The Malthusian Theory of Population: The celebrated 
Malthusian theor 3 ' of population was stated by Thomas Malthus in 
the year 1798, which saw the publication of his anonymous book, 
“Essay on the principle of population as it affects the future improve- 
ment of sodety." 

^sentially his tlieory is tliat the fecundity of human beings is 
infinite. Because of the sex instinct, population tends to increase at 
1 .• . * '’®0’ fast rate, and has been known to double 

crS« inTp V«le ftc twenh^five years. That it 

food supply increases in does not always do so is due to a variety of 
A. P. reasons, sudi as war and disease; but tlie 

principal cause is the lack of means of sub- 
sistence. Food supply, according to him, does not increase as rapidly 
as population. In Malthus’s language, the food-supp^v tends to increase 
in aritlunetical progression, while population has a tendenc)- to increase 
in geometrical progression. 

Malthus lays it down from a study of the conditions of America 
that population doubles itself in everv- tn-enty-five years. But tlie 
food-supply cannot double itself ei-ery twenty-five 3 -ears, Population 
i\-ill, therefore, have a tendenc)- to outstrip the food suppli- of a countri-. 
This has happened in the past, and this is likely to happen in the 
future. 

Hence the groirth of population, if othenvise unchecked, would 
be held back due to the lack of the means of subsistence. Now the 
grow-th of population can be checked in two 
Positive checla will wai-s, either by diminishing the birth rate, or 
come mto operation un- increasing the death rate. The birth rate 
adopted by means of "foresight, mor-al 

restraint, late marriage”, etc. These were 
called "preventive checks". The increase in the death rate might be 
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•due to disease, famine, u-ar, etc. These were called "positive checks". 
If the growth of population is not restrained by the adoption of pre- 
ventive checks, i.c., by controlling birth rates, it will ultimately be 
■checked by positive checks, i.e., by high death rates, causing much 
misery. In fact, preventive checks are ahvaj's in operation. “In pro 
portion as mankind rise above the condition of the beasts, population 
is restrained by the fear of want, ratlier than by want iself". Except 
in a very backward state of societ)-, increase of population is kept 
within bounds, not by excess of deaths (i.c., positive cliecks), but by 
limitation of births, as the result of prudent self-restraint. And' 
Malthus exhorted his countrymen to adopt preventive checks to an 
Increasing extent, thereby keeping the growth of population within 
proper limits. 


This is the Malthusian theory. It should be noted here that tlie 
theory is intimately’ connected with the law of diminishing returns. 
■Witli the gro\vth of population, as land is cultivated more intensely, 
■output increases at a diminishing rate. This is the crux of the situa- 
tion. As population is doubled and so more labour is applied to land, 
food-supply wll not increase in the same ratio. Hence we are faced 
•with the problem of shortage of food-supply and of starvation. 


Criticisms advanced against the Malthusian theory of popula- 
tion: The facts of economic development in the 19th century’ have 
History has falsified completdy belied Malthus's glow 
his predictions. While Malthus was writing his thesis, the 

industrial revolution had already begun. The 
19tli century saw an enormous increase in the productive capacities of 
the world as a result of the spread of that revolution. Population 
increased rapidly in all countries, but the standard of living also rose 
considerably. The twentieth century is notv witnessing a laige increase 
in agricultural production through tire adoption of the methods of 
■scientific farming and tlie application of machinery. Thus while 
■changes in agriculture and industrial production far exceeded his esti- 
mate of the growth of the means of subsistence, the gradual adoption 
of the methods of birth-control made a great difference to his expecta- 
tions about the future increase of population. Indeed some of the 
western countries are now faced with the problem of a declining 
population. 

Many criticisms have been adv’anced against his tlieory to show 
that .not only his predictions about the future have been falsified, but 
that his theory is untenable. First, the mathematical formula that 
while food supply increases in arithmetical progression, population 
increases in geometrical progression cannot be maintained. Iii fact, 
„ , ... the food supply increased more than in the 

arithmetical progression. But it should be 
remembered that the mathematical formula 
was only a convenient way of stating his premises. Unfortunately for 



54 


INTRODUCTION TO ECONOMIC THEORY 


the human race, the essential i-alidity of the Malthusian principle of 
population is not destroyed h}' the substitution of an accurate account 
of the growth of the food supply for the fallacious arithmetical ratio. 

Secondly, it is argued that the growth of population should be 
viewed, not in relation to the increase in the jood suj'ply only, but in 
relation to the total wealth oj the country. The agricultural pro- 
duction of a rich countiy may be vciy small as compared to the 
needs of its population. But it can exchange its wealth for the food- 
stuffs of other countries which possess an excess. England produces 
an amount of food-sluffs sufficient for a small part of her population. 
But as she is industrially advanced, she easily exchanges her coal 
and other manufactured products for food-stuffs from the new and 
undeveloped countries. 


Thirdly, as Cannan pointed out, Malthiis failed to take into account 
the increment of labour that came about with every increase in popula- 
>_ tion. Ever}' person bom into the 'world 

An increase in popula- comes not only with a mouth and a stomach, 
tion tray lead to incrc.ns- ^ hands. An increase 

uiGf returns in agriculture . , ’ . . . 

and industry. population means an increase m the supply 

of labour, which may make it postsible to 
seaire increasing returns in agriculture and industry. • .\ larger 
population may mean a better division of labour, and a greater chance 
for the application of machinery to agriculture. Agricultuml produc- 
tion will increase enormously. Moreover, even “if a. growth of popula- 
tion did tend to diminish agricultural, produce per head, it might still 
be desirable in consequence of its increasing other produce per head.” 

For these reasons, Seligman pointed out that the problem of 


population icor not one of mere sine, but of cfjicicnf production -and 
eguitablc distribution. An increase in population may enable a country 
to secure a better division of labour, which would not have been possible 


with a smaller population. The resulting increase in productive 
efficiency may enable it to support its population on a higher stand.ard 
of living. Moreover, a more equitable distribution of income and 
wealth will make it possible to support a larger population than at 


present. 

Malthus has, therefore, been regarded as a false prophet. The 
spread of the knowledge of birth-control has led to a decline in the 
birth rate. Similarly, the spread of female education had also led to 
the same result. This has meant not only late marriage for girls: 
but the educated girls are showing a grc.at unwillingness to have a 
big famil)'. A rise in the standard of living also re.sults in a 
fail of file birth rate. As the standard of comfort increases, people 
find it difficult to earn a decent living till a very late period in life. 
Hence they are forced to marry late. They are also unwilling to have 
a big family, as that means a fall in their standard of life. "MTiethcr 
a baby or a car”,— this is the problem for the young couple, and often 
the car wins. 
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The Optimum Theory of Population: Modern economists 
are nowadays more concerned with the relation between the size of .the 
population and the productive efficiency of 
Meaning of Optimum, the country. They no longer speak of a 
maximum population consistent with the 
means of subsistence. On the other hand, it is being increasingly 
accepted that at any given time, there is an optimum population for 
a countiy. The opihnmn population is tliat population which provides 
the greatest real income of commodities and services per head. Any 
increase or decrease in tlie size of the population above or below the 
optimum number will diminish the real income of the community. 

Assuming a certain stock of natural resources, a given productive 
technique, and a given amount of capital in a country to be used, there 
is a definite number of population which will 
The central points in maximise the real income per head. If the 

the theorj- of optimum population is very small, there will be little 

population. opportunity for the specialisation of work 

among the different workers. In order that there may be fullest 
division of labour, the population must grotv to a considerable 
size. The larger the population, the wider will be the market for 
various products. There will be more scope for further division of 
labour and for large-scale production. This will lower the real costs 
of production per unit of output. 

The point of optimum population is reached when the income 
per capita reaches the' maximum. As for every finn, there is a best 
. , . ■ possible combination of land, labour, capital 

«’^r'a?r/ whm"™” organisaffon, which gives the maximum 

income per capita is return and the maximum marginal produc- 

Inghcsl. tiirity per labourer, so for every country, 

given the supply of land, the condition and 
dei'clopment of industry, there is a number of labour supply (t.c., 
population), which can bring about a maximisation of national wealth, 
I.C., when the income per head of population is the highest. In 
our hypothetical firm, any decrease or increase in the number of 
labourers reduces the maximum marginal productivity. In the case 
of a country also, other things remaining the same, there is some popu- 
lation, any increase or decrease of which will reduce the per capita 
income. Thus even a community of millionaires may be over- 
populated, if a reduction in the number of millionaires increases the 
per capita income of the rest. 

One thing to be noted is that the point of optimum is not a fixed 
point, because, as assumed above, other things are not equal.' IVe are 
living in a dynamic society. The mistake of 
The point of optimum ]gy jj, assuming that in any given area, 

a mnlaw, ti’E best nuniber of population was fixed for 

all time to come. With the improvOTents in 
arts of agriculture and industries and with new inventions, tlie 
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optimum moves from point to point, i.f., tlie mmiber of population that 
earns the highest income per head changes with improvements and 
inventions. Thus the optimum is a point, but a movable point. 

Dalton deduces the meaning of over-population and under-jwpula- • 
tion from this conception of ‘optimum’. In each case, there is a 
maladjustment of actual number to the opti- 
Dalton’s formuKi to mum. Maladjitslmcnl is a function of two 
mcasuic over-populaiioti. variables. If JI represents the degree of mal- 
adjustment, O the optimum, and A the actual number of population, then 

A— O 

~ o~ 


When M is equal to a positive number, this is an indication of 
over-population ; and when M is negative there is clearly a case of under- 
population. As in our present state of knowledge, changes in O can 
not be measured, this formula is of doubtful utility to us. But the 
steps by which the definition is arrived at are very instnicfivc. O is 
determined for any area by tlie interplay, under the inllucnce of 
hypothetically ^han^'ng numbers, of two factors, natural resources per 
head and jacilitics par economic co-operation, including co-operation 
with the inhabitants of other areas. As A increases hyi>othcticaIly 
from zero to 0, the first factor diminishes, but the second increases 
and outweighs it. As A increases licyond O, the first factor continues 
to diminish and outweighs any further increases in the second. During 
outbursts of economic progress, the second factor increases with excep- 
tional rapidity and O tends to increase with it. During war and in 
periods following war when political frontiers arc suddenly changed, 
new tariffs and other obstacles to trade arc set up and former trade 
relations dislocated, facilities for co-opcmtioii shrivel, the .second factor 
suddenly diminishes and O tends to diminish with it. O, then, ran 
move cither forward or backward. It is. therefore, not nccc.-i.sarily 
true that the optimum will always lie on the incre.TSc. 


The value of the optimum theory lies in the fact that it enables 
us to underst.and the true implications of the growth of the population. 

.•Vccording to the Mallhusians, growth of 
Is IncreasinR popula- population is always undesirable. Blit the 
lion ahva.vs ljcncfici.il to optimum theorv enables us to look at the 
.a country? jj, ju proper perspective. If 

the actual population is below the optimum, .an increase of population 
will increase tlic real income per head, and so will be beneficial. It 
makes available better facilities of economic co-operation, .and enables 
us to avail ourselves of special skill and machinery and of the economies 
of large-scale production. But as the optimum i>oint is reached, a 
further increase will mean ovcr-popnlalioii. and lower income per 
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liead. An increase of population is, therefore, neither always good, nor 
always bad. It must be studied in connection with the optimum.* 

It should be noted that growth or increase of population cannot 
be judged by studying the birth and death rate alone. A mere excess of 
the birth rate over the deatli rate does not 
Net reproduction rate, prove that population is increasing. The most 
satisfactory measure for deciding whether 
population is increasing or not, is the “net reproduction rate’’. This 
is determined in this way. Let us first take 100 female babies, and 
find out how many female babies they will leave behind them as they 
grow up and pass through the child-bearing age (i.e., 15 to 40). If 
we find that at the present rates of fertility and mortality, they leave 
100 female babies behind them, then we can conclude that the present 
population will reproduce itself. The net reproduction rate will thOT 
be one. But if they leave only 80 babies behind them wlm pass through 
the child-bearing age, then the net reproduction rate will be -8. It 
means that population will slowly decline, even though there may be 
an excess of birth over death. 


Efficiency of Labour : The effective supply of labour and the 
aggregate production depend not only on the numbpr of workers, but 
also on the quality of labour, i.e., their efficiency. The more efficient 
tile labourers, the larger will be the total output of tlie industry or the 
country. Productivity of labour depends upon many factors, e.g., the 
dWsio'n of labour, tlie advance of large-scale production, a wide use 
of the capitalistic system of production, the quality of labour, etc. In 
this section we are concerned with the quality of labour. The question 


is on. what depends the efficiency of labour? 

The efficiency of a labourer lias a physical as well as an intellectual 
aspect On the physical side, it depends primarily on the health and 
strength of the labourer. On the intellectual side, it depends on the 
skill and intelligence and willingness to work on his part. The health 
and strength of a labourer are dependent, to some extent, on racial 
factors. Labourers belonging to one race show, on the average, more 
bulk and brawn and physical power tlian 
Hcaldi and strength of those of another race. The climate is also a 
tlie worker. factor influencing the efficiency of a labourer. 

Temperate climate is suitable for hard work, both manual and intella- 
tual. In a hot climate, a few hours’ work tires the muscles. The 
health and strength of a worker depend in part also, on the consump- 
tion of nourishing food in sufficient quantities. Just as the power ot 


*But the main difficulty regardrog tins theo^ is that it is practirally 
impossible to say what the optimum population will be 
not an easy task to measure changes in the real income pw head in a 
Moreover to productive technique and to amount of capital resources available 
“a coStif arr«n“tan^ ehan>g. So the concept of an optimum population 
IS ''of cxtrenicly little practical interest” 
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steam-engines depends upon the amount of fuel consumed, So also the 
energj’ of a labourer depends upon the quantity and quality of the 
food consumed hy him. Most of the labourers 
Supply of good food. in India are underfed. So an increase in 
the quantity and quality of food-stuffs for 
these men will materially add to their productive efficiency. Closely 
allied to food-stuffs and equally important are good housing condilioiis, 
snfjicicnt clothing and other necessaries of life. Good sanitarv- houses, 
having sufficient rooms for maintaining the 
Better hou.ting etc. privacy of family life; siifiicient clothing for 

cold and warm seasons; sufficient leisure to 
make life worth living: these are necessary for tlie maintenance of the 
health and strength of workers. 

Further, the general working conditions in the mills and other 
working places inevitably react on the general health and sometimes 
on the morals of workmen. The productive 
efficiency of the labourer is greatly increased 
by good lighting, ventilation and .sanitation 
of factories. Even les.s noi.se in the factories 
and soothing colour on the factorj' walls may increase the efiicicncj' of 
workers. 


(d) Good lighting, 
ventilation and sanitation 
of factories. 


The efficiency of workers also depends greatly on the number of 
hours teorUed, With more hours the muscles feel the strain of the 
work . the attention of the worker begins to be diverted ; and after 
sometime it becomes a positive strain to stick to work any longer. 
In order to overcome this difficulty, the number of hours worked must 
be shortened, and there should lie intcnals during the working day so 
that workers may rcla.\ their strained muscles for a while. 

The effectiveness of labour also depends on the intelligence and 
skill of the workers. Production is now carried on with intricate and 
delicate machines. The handling of such 
Ini^igmcc and the machines call for a good deal of intelligence 
SK-Ill of the worlancn. workers. A skilled and trained 

worker will produce more than an untrained man. Hence the spread 
of general and technical education is an importiint factor as it con- 
tributes towards the growth of intelligence and skill among workcr.s. 

There are some kinds of work, especially of the unskilled labourers, 
where education can hardly contribute to efficiency. Even in many 
industries and handicrafts, book education is not indispensable for a 
high degree of skill. In spite of tlie aliovc obsenation, it remains 
true that when general education is widely diffused in the 
eountiy the efficiency of the people increases. The rapid spread 
and use of improvements arc greatly promoted by the case of 
intellectual communication. 

The influence of technical education on efficiency is direct. The 
training of engineers and the foreman hands down from generation to 
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generation the -vvisdom of ages. It promotes arts and improvements. 
Great inventions are in most cases made in tlie workshops. Wide- 
spread vocational training increases the efficiency of labour. 

The willingness to work depends on hopefulness, freedom and 
change. A man must be assured that he has a bright future before 
him if he proves his worth. The slaves had' 
Hopefulness, freedom no freedom and nothing to hope for. Hence- 
and change. incentive, to work. There must 

not be too much monotony. Changes of work and association develop- 
fresh creative energy. 

Lastly, the efficiency of tlie workers is often greatly influenced by 
the efficiency of the employers. 



CHAPTER 9 


CAPITAL 


What is Capital? One of the most controversial topics in 
Economics is that of capital. All economists are agreed that capital 
is a factor of production, and that it is not an original factor. But 
as regards the content and meaning of capital, there is no consensus 
of opinion. The most logical conception is at variance trith many of 
the popular ideas about tlie subject, while the latter are certainly not 
logical. 


It is better to start with popular ideas. If a businessman is asked 
the question, what is your capital, he will probably refer to the value of 
his net investment in the business in the form 


CapM consists oi q£ buildings, machines, raw materials, etc. 
S^^odnSoa capitalised \alue of his 

undertaking as a going concern, based in 
part upon his goodwill, and in part upon the value of the buildings 
etc. But the economist is not concerned with the valuation aspect of 


capital To him, the tenn includes all physical agents of production, 
excepting natural resources and labour. Capital, in Economics, means 
capital goods : — tangible, material objects which are the result of man's 
labour in the past, and which are meant to be used in production, and 
not in immediate consumption. To take an analog>', as in the fairy 
tales, suppose some fairy has caused everybody to fall asleep instan- 
taneously in a modem community. Everjthing else is left intact, and 
into this sleeping city the prince of the fairy teles happens to walk in 
search of his princess. IW.at m'll he find on a survey of the products 
■of the place? He will find a small volume of products in various 
forms which have been devoted to the satisfaction of immediate wants; 


for example, the food on the dining table or in the Ktchens; the 
clothes and shoes that are on the persons of the sleeping beaufies; 
luxurious apartments in >vhich the princess is perhaps dreaming. 
These are consumption goods. Next be will find a large volume of 
goods, which cotrld not be put to such immediate use, or which would 
not be so put,- but which rvould be used to satisfy future wante. These, 
if the prince is an economist, he will recognise as the capital of fte 
country. This category includes the bouses and buildings in which 
work is carried on, or which are necessary to business; the machmes 
and tools which are housed in such buildings ; tile raw materials which 
are used in producing things; and the provisions and other goods 
■which have been set aside for the support of« the workers while 


production is going on. 
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Capital has, therefore, been defined as "produced means of 
production”. Attention should be drawn to tlie word, "produced.” 

All capital goods are products, the result of 
Land is not capital. human labour in the past. It is thus con- 
trasted with land and labour wbch are 
“original” factors. It should be noted here that there are many writers 
who are inclined to consider land, even labour, as capital. We can, 
of course, give such a wide meaning to capital as to include land also. 
But the opinion of the majority of economists is on the side of the 
narrower definition of capital wliich excludes land. But of this, more 
in the next section. Capital is produced by the expenditure of labour 
and the use of natural resources. It is, in the words of Wicksell, “a 
single coherent mass of saved-up labour and saved-up land, which is 
accumulated in the course of years’’.’^ 


Capital is a means of production as opposed to goods which are 
consumed immediately. But the distinction behveen capital goods and 
consumption goods is one of degree only. It is not made on the basis 
of any physical difference between die hvo classes of goods, but on 
the use to which they are put. The same goods may be capital and 
non-capital. The house in which I live is not capital. But if the 
same house is used as a place of work, it becomes capital. Coal 
which is, burnt in the blast-furnace of the Tata’s is capital; but coal 
which is burning in our kitchens is not capital. 

This is the usually accepted meaning of capital. But some 
economists, like Fisher, argue for a broader and more logical concept 
Capital is correlative of income. It consists of those goods from which 
we derive an income. But money income is only a proximate fact. 
Beliind money income, lies “real" income, which consists in the uhht)' 
which a person derives from tlie consumption of a commodity-. 
Income is thus a stream of psychic satisfaction. All wealth yields 
utility, and therefore all wealth is capital. Income is a senes, a 
stream of utilitv yielded by goods throughout a given penod, and 
capital is the present value of all such utilities, mature or 
regarded as a stock. The definition is certainly logical, but is difficult 
to follow in actual practice. 

Is land Capital? Land is regarded as a separate factor of 
production, and as such it is distinguished from 
manv economists who hold that land is not different in nature from 
other kinds of capital, and tlie differences between th^ are 
re^^ed ^ffruitS's fo^ economic investigation The d— - 
them is Fenerallv made on these grounds. First, land s a tree gjic 
of Nature, while capital is a, product f 

tructible while capital is perishable; thirdly, Ipd "xed m q ^ 
™ot reproduc&le; fouV, » distinction is made on the basis of 


* Lectures on Pol. Bconomy. VoL I. Page ISO. 
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the difference in tlie laws which determine the incomes from the two 
sources. 

As regards the first distinction, it is stated that other goods are, 
in their original form, also gifts of Nature. Further, into many lands, 
there has been put as much labour as into 
Land is a gift of equally Yaluable concrete goods. Without 
embankments and irrigation works, many 
lands would be as barren as deserts. The mere fact that one’s labour 
has been bestowed upon land and it has been converted into a farm, 
nnd another person’s labour has been bestowed upon a log of wood 
and it has been converted into a table, does not warrant us to draw a 
•distinction between the two. 

The second distinction is also untenable.. Land is equally perish- 
able like any other factor. The chemical composition of land on which 
the value of the land depends is not indestructible. These require 'to 
be constantly replenished by manures. The best grade land may become 
useless after a few years. Hence land is as much destructible in the 
economic sense as any other capital goods. 

Thirdly, the supply of land may be fixed geographically. But 
then everything in the world is fixed in quantity. Iron-ore is as much 
fixed in supply as land is. Mines are not inexhaustible ; nor are new 
lands totally unavailable. Further, we are more concerned with the 
actual fertility of the land than with the amount, of land. “The aug- 
mentation of the productive power of an acre of land is exactly 
analogous to the augmentation of the horse-power of a ton of iron- 
ore fashioned into a steam-engine.’’* 

The fourth distinction is that income from capital tends to be at 
a uniform rate in the same market, whereas there is no uniform rate 
of rental for landf To this it may be replied tliat the same basis of 
measurement is not adhered to in both cases. Land is measured on 
the basis of surface area, while capital is measured on the basis of 
value. 

Those who malce a distinction between the tivo are not unmindful 
•of these similarities between land and capital. The difference between 
the two is not one of kind, but of degree only. 
In spite of similarities, there is one important 
difference between land and capital. The 
scarcity of land is a normal and permanent 
feature, while that of other goods is temporaiy and exceptional. 
Further, economic progress may have different effects on land as com- 
pared with other goods. With the progress of material civilization, 
other things tend to become clieaper in value, whereas the value of 
land tends to rise with the growth of population. 


The distinction between 
land and capital is one 
•of degree. 


* Cannan. A Review of Economic Theory. Page 296. 
tCars'er. The Distribution of Wealth. Page US. 
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Hence in spite of many similarities between land and capital, 
land can be distinguished from capital on die ground of its relatively 
greater inelasticity of supply. Hence the treatment of land in a separate 
■category is quite justified. 

' Classification of Capital: Capital may be regarded from the 
:sfandpoint of the society and from the standpoint of the individual. 
■On this basis, capital is classified into social and private. As pointed 
■out in the previous section, from the social point of view all things 
■other than the land which yield income are to be regarded as capital, 
induding things in public ownership. Private capital is capital regarded 
■from the individual point of view. Any thing from which the individual 
■expects to derive an income is private capital. A government war 
loan is capital from the standpoint of the person giving such loan, but 
is not capital .from the social standpoint. 

SocW capital is divided into (1) consumer’s capital and (2) pro- 
■ducer’s capital. Consumer’s capital consists of those finished goods on 
which consumers live while producing, c.g., houses, dothes, food, etc. 

Producer’s, auxiliary or instrumental, capital consists of all goods 
which aid labour in production. Tools, machines, factories, railways, 
docks, ships, etc., are producer’s capital. 


Social capital is further divided into fixed capital and circulating 

■ .capital. Fixed capital consists of those goods which exist in a durable 
shape and the return to which js spread over a period of considerable 
■duration, e.g., machines. Circulating capital serves its ends but once, 
like cotton, leather, etc. Cotton when manufactured into yarn ceases 
to be cotton. In this connexion, the distinction between old invest- 
ments and floating capital should be made clear. Money once invested 
in machines, tools, etc., remains locked up there. After a penod the 
value of the macliineries depends upon their productiwty. Iticse 

■ machineries are known as old investments. The command over goods 
in the form of a given money value which can be applied to any 
purpose,, is often described as free or floating capital. 

Production with Capital: Production with capital is usually 
said to be round-about production. Bohm Bawerk gives a nice illus- 
tration of this. In the primitive community with no rapitel, whenever 
a man felt thirsty he went to the spring nearby end dr^k water with 
the hein of his hands He could not store water, and hence it iras 
SScoltiiit every time he felt thirsty he had Jo i^lk to the 
spring. Instead of satisfying his thirst direcUy, 
one day to produce a wooden bucket, and then used the hu*et to 
bring tLer lorn the spring, p could now store some water jnd 

was saved the inconvenience of going to e P 5 nines direct 
Suonose next he hits upon the plan of laying uooden ppes direc 
iTthe spring to his house so that he have a mjh large and 

constant supply of water m his hnrVet Hence we see the 

. certainly toSk more time than that of the bucket. Hence, we see 
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Use of capital incrcasca 
the quantity o£ product 
and cheapens it. 

labour in production. 


employment of more capital makes production more round-about. It 
should be noted -here that the round-about method of production is 
usually more productive. 

Functions of Capital: The aim of all economic activities is 
to secure a surplus by increasing the utilities and diminishing the costs 
of production. The capitalistic system of 
production affects this surplus in two ways. 
It increases the stock of commodities and 
constantly diminishes the cost. Capital aids 
If aids the labourer with tools and machineries, 
and thus makes labour more productive by increasing the total output 
and decreasing the cost of production. 

Capital not only gives tools to labourers, but also gives subsistence 
to them during the process of production. The capitalistic method is 
a long drami-out process. Formerly, the 
The rapitalistic method individual artisan used to make a thing from 
dL™“-oSl)rocSs.'‘ banning to tlie end. A village cobbler 

would make a pair of shoes by doing every- 
thing from the tanning of the hide to the giving of a finishing touch 
to the shoe and selling it in the village. Unless he had his own small 
capital on which to live during the process of production, he had to 
ivait until the shoes in the final shape were sold. But the period of 
production was not a long one. At best it took only few days and 
everyone, whether he was a Hottentot or a Britisher, used to have 
provisions for a few days. The idllage cobbler would finish one p.air 
and then begin another. But in the modern factory system, raw 
m.itcrial is coming in at one end and the 
Capital sjuchronizes finished product is going out at the other end. 
labour and consumpuen. same instant shoes are begun 

and shoes are finished. The function of capital is therefore to syitcbronhe 
labour and consumption. The labourer has not to wait for the finished 
products to be sold. He gets his daily wages. The capitalist advances 
to the labourer his daily wages, though the product in which the 
labourer has a share reaches the bands of a consumer months .after. 

Capital helps the process of production by giving to the labourers 
materials of industry of the utmost variety and complc-xity. They 
are .able to use semi-manufactured materials 
Capital helps labour which they arc to fashion into finished 
witli materials of in- commodities. Without a large use of capital 
tiris process could not have been adopted. 
The capitalistic system of production is a round-about method of 
production. The interposition of capital lengthens the period of pro- 
duction. Nowadays long period intcia-enes 
The use of capital between the beginning of a shoe and its final 

makes the system of pro- ((cliyerv to the consumer. The division of 

duction a roundabout one. efficiency' 

by the employment of capital. Capital is necessary for the purchase 


dUStO’r 
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of raw materials, for the construction of factory, mill and machinery, 
for paying rrages to labourers, for the stocking of. goods for distribu- 
tion to the retailer. The greater the participation of capital, the more 
round-about will be the process of production. On the other- hand, 

■ a definite part of the process of production is 
Use of capital means finished very rapidly by the help of machines, 
contmuny ni ptoducbon. slwrten/ the period of a parli- 

ciilar process, but lengthens the period of the entire process; and thus, 
increases the productivity of labour to the- utmost. From the stand- 
point of the societ}', capital means a continuity of production. 

Accumulation of Capital: Capital grows out of saving. The 
formation of capital goods is possible in one of the three ways. People 
who are now busy turning out consumer’s 
Capital grows out. of goods only may work harder and for a greater 
nuriiber of hours for a few days, thus pro- 
ducing more consumer’s goods than before. A portion of these goods 
may be set aside, and may be used up in the folloiving days when 
they may devote themselves to turn out some capital-goods. Secondly, 
tile people may decide to devote a part of . liieir worUng time to 
produce consumer’s goods and devote the rest of the .time to make 
some capital-goods. In this case, they will have to forego the con- 
sumption of a part of the usual volpme of goods since the aggregate 
volume of consumer’s goods is less than before. Lastly, fte people 
may, divide the work of producing two kinds of goods.among th^iselves. 
Some may remain busy turning out consumer’s goods, while others 
are making capital. In this case, those who are producing consumer s 
goods cannot consume the whole of their output. They will have to 
support their colleagues who are making machines. _ These people have 
to be supported till the average period of production is over i.e., till 
the time taken to produce final consumer’s goods with the aid of the 
capital-goods. So the people must abstain from consuming the whole, 
of the available consumer’s goods. In order that capit^ may- grmv, 
the people must abstain from consuming the whole 
They must save. But it may be asked, why should the people a^ee 
to abstain from consumption? The mam reason is that ^sten- 
tion will, make possible the 

capital in production increases the productivity of Jo we «n 

hL a larW volume of goods afterwards, jve 

to save and accumulate capital than if we j 

time and resources to produce only „£ saving. 

The growth of capital, of inone^^^^^^^^^ 

The latter, in its turn, depends am so low that 

Volume of savings nothing remains after "mSt 

depends on the level of garies of life, the volume' of Sa^ngs must 

money incomes. necessarily be small. The higher the inco mes, , 

the larger is likely to be the volume of saving m a country. u 

P, 
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if the level of money incomes is sufficiently high, this fact will not 
always ensure that people will save the surplus. That will depend on 
a variety of motives and circumstances. 

There are several motives whicli induce an individual to save. 
Impelled by the motive of prudence, he may save with a view to build 
up a reserve fund against unforeseen con- 
Propensity to save. tingencies or rainy days. Or, he may like to 
make adequate provisions for the future 
education of his children, or the marriage of his daughters, or for his 
old age. Thirdly, he may want to improve his standard of living, and 
so saves for that purpose. Fourthly, he may like to bequeath a fortune 
to his family, to leave behind sufficient fund for the maintenance of his 
wife and children. Fifthlj', moneyed men- enjoy a great honour and 
prestige in our society, and so he maj' dream to be counted rich one 
day and to enjoy power and prestige. Lastly, he maj- be guided by 
die spirit of pure- miserliness ivith an unreasonable dread of spending 
rnone}' on anything whatsoever. These motives may be summed up 
as motives of prudence, foresight, improvement, family affection, pride 
and avarice. 


In modern communities, a portion of the savings also comes from 
such institutions like joint-stock companies etc. The people in charge 
of these institutions save because of the motive 
Motives of raymg on prudence. They want to make adequate 
tution*"^ 0 pu 1 I - financial provisions, out of their resources, to 
meet the depreciation of all assets. They also 
save for the purpbse of securing liquid resources to tide over emer- 
gencies, difficulties or depressions. Lastly, they also save from a 
motive of enterprise. They u-aiit to accumulate sufficient resources to 
enable them to carry out further extensions of plants without incurring 
any debts. 

The strength of these motives will depend on a variety of 
circumstances. For example, there must be security of life and property. 

Otherwise, noliody will save anything. For, 
Security to life and n-hat is the good of foregoing immediate 
property. pleasures if one is not sure that he will be 

able to enjoy tlie fruits of his hard-earned savings in the future? The 
motives of savings will be strong if a country possesses good oppor- 
tunities for safe and profitable investment of capital. The strength 


of these motives will also vary according to the customs and habits 
current in the community, education, religion,, etc. 

The influence of the rate of interest on the volume of saving has 
been the subject of discussion in recent times. Writers like Marshall 
were of opinion that the rate of interest was 
The rale of interest one of the factors- which governed the volume 
and saving.,; ■ of saving. The lug]KT the rate of interest, i.e., 

the larger the reward for saving, the higher will be the propensity to 
save and vice versa. Tliere tvill, of course,- be people who will save 
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less when the rate of interest is high. People who have decided to 
save such an amount as to enjoy a certain fixed income afterwards 
will have to save a smaller sum if the rate of interest is high than if 
the rate is low. There tvill also be others who will go on saving, 
whatever the rate of interest. These are the rich people, or people 
with an excessive degree- of prudence. Moreover, the joint-stock 
companies whicli save a considerable amount save from motives which 
are not influenced in any way by the height of the rate of interest. 
Hence many writers like Lord Kejmes have cast serious doubts on 
the connection behveen the rate of interest and the volume of saving. 
In their opinion, a high rate of interest will depress economic actmties, 
and damp down the volume of investment. As a result, the aggregate 
money incomes will shrink, and given the same propensity to save, 
die volume of savings will be reduced. The aggregate volume of 
savings is determined by tivo factom, the level of money incomes, and 
the propensity to save out of the money incomes. 



CHAPTER 10 

DIVISION OF LABOUR AND THE ORGANISATION 
OF PRODUCTION 

Division of Labour: One of the important characteristics of 
tlie present economic sj'stcm is the division of labour. In primitive 
communities, there was of course some sort of division of labour. In 
the garden of Eden, it is said tliat .Adam delved and Eve span. But 
the principle has been applied exten.sivcly in modern economic societies. 
Ctriginally, this division of labour rvas confined to the members of the 
family themselves. As time went on, people began to look upon one 
village as an economic unit in place of the family. Different families 
of the villages betook themselves to different occupations in order to 
make the village one self-sufficient economic unit. The progress of 
material civilization, the invention of machineries, and the widening 
of the market through greater transport facilities have led to the 
widening of the economic area, and thus the division of labour has 
been more minute and complex. 

The pre-requisites for division of labour are (n) the extent of the 
market and (hf continuous production. If the labour of producing a 
thing is to be properly divided, many men 
E.xtent of the m.nrfcct. luu.st be employed in different tasks and con- 
sequently production will h.ivc to be carried 
on on a large scale. Unless the market is wide enough to absorb this 
large output, it will not he profitable to produce on a large scale. 
Hence a wide market is a necessity for dispo.-ing the products. 
Division of labour is, therefore, limited by the .c.xtent of the marltet. 

Sccondl}’. if there is to be a minute division 
Continuous production. of labour there niu.st be continuous produc- 
tion. If there is only intcnnittciu work, the 
worker is obliged to find other occupations during the slack period : 
in that case the greatest amount of economy from the division of 
labour cannot be secured. 

The division of labour may be simple or coniple.x. Under the 
simple jorm. a workman carries through tlic whole of one of the stages 
of production, c.p.. the cobbler, the carpenter. 
The gcoBraphical divi- Under the complex jorm, one stage of 
.•sioii r! l.nbonr. production is split up into several operations. 

In a shoe factory, a pair of shoes is not made by a single cobbler, but is 
the handiwork of some eighty workers. Another phase of the division 
of labour is the geographical dhnsion oj labour. With the rapid 
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dwelopment of the transport system through the establishment of 
' raihvaj's, opening of canals, and invention of steamships, one particular 
locality or countrj' began to specialise in the production of a commodity 
in which it possessed some natural advantage or some advantage of 
aptitude and sldll. Thus Bengal specialises in the cultivation of jute 
while Berar is devoting itself to cotton. 

Advantages and Disadvantages of Division of Labour: The 
advantages of division of labour have been stated long ago by Adam 
Smith. The main result is a vast increase in production. Adam Smith 
wrote that an individual pin-maker could not make more than 20 pins a 
day when working alone. But 10 men, by proper division of labour,; 
could produce at least 4,800 pins a day.' This increase in productivity 
is due to a variety of reasons. 'First, if the work is suitably divided, 
each man can be given that work for which 
It .places the proper jig jg [jjgj fitted. Thus there will be no waste 
nwti m e proper p ace. jjg ^ skilled man will not have to 

do a work which can be done in the same efficient manner by an unskilled 
worker. Thus it provides scope for the best utilisation of natural 
aptitudes. Secondly', it leads to the increase of dexterity' in every 
indiv'idual worker. A man who works continuously at one task for a 
long time will acquire special skill or dexterity in doing it. Workers 
will, therefore, become efficient. Moreover, there will be another type 
of gain from such specialisation. A .man may 
It makes labourers Jq eveiything .better than anotherj ’but his 
more emaent superiority is more marked in some lines than 

in otliers. Under proper division of labour, the first individual will 
confine himself to only these lines where his superiority is the greatest. 
This principle is specially applicable in the theory of "comparative cost”, 
and is an important source of gain that country derives from foreign 
trade. Thirdly, .there is a saving in time and tools. As the worker is 
continuously' employ'ed in one kind of work, he has not to waste time 
in passing from one job to another. . There is a saving in time in 
another way. As the worker needs know' 
There is a saving in gnly a part of the processes of producing a 
time and tools. commodity, the period of his apprenticeship 

is shortened. There is thus an economy in time and effort. There w'ill 
also be a saving of tools. Eacli- machine is to be used for a. particular 
purpose. It has not to be re-set to perform some different functions. 

Fourthly, division of labour has led, to the 
It leads to invention ol invention of machineries. Smith cited the 
machines. instance of the boy w’ho made an improvement 

on steam-engines in order that he might have more time to play. As 
the processes of production are split up, each particular process becomes 
easy and simple. Such an operation may then be entrusted to a 
machine invented for that particular purpose. Thus division of labour 
results in a vast increase of production, and a substantial lowering of 
costs. 



70 


INTHODTJCTION TO ECONOMIC THEORY 


disadvatifages of the dhTsion of labour are not neghVible. 
Extreme division of labour as between persons leads to the following^ 

There is loss of skill 

and efficiency. “ a Of responsibility. The worker 

. ... , . becomes a mere machine tender. He feels no 

joy in his work, no pride in his product as it is not solely his handiwork, 
but a jomt product of a host of workers unknown to each other and 
perhaps separated by^tliousands of miles. The responsibility for making" 
the product perfect is divided between thousands of men, and hence 
It becomes nil. Secondly, diidsion of labour tends to monotony. 

Tending the same machine, repeating the 
It leads to monotony. same vrark day in and day out, deaden the 
the sharpness of intellect, curb the artistic 
sense and narrow the wsion. , It stifles and represses ,all power of 
initiative. Thirdly, extreme dependence - of workers on one branch of 
work may Irad to unemployment, when for anv reason the demand for 
the commodity falls. ’ . " 

The following harmful effects follow from the extreme territorial 
division of labour. The dependence of one section of the country upon 
. ' ' , . . ^ particular product may be perilous if there 

emplo™Lt " enforced cessation of production. If one 

countiy be dependent for its food-supply on 
another countrj', its food-supply may be stopped if hostility breaks' out. 
Secondly, extreme territorial divi^on of labour results in fte localization 
, , , of industries. In the localized industrj' tliere 

cessaS S labourers. 

In iron districts only strong men are employed. 
There is no work for women and children. Hence the average income 
of one working class family may be very low, though the male workers 
of the family ntay earn comparatively high wages. .The remedy, for 
this evil lies in tlie "fostering of supplementary 
of ffitotries '“*'™ industries in the neighbourhood to give 
emplojunent to women and cliildren. 

-The Use of Machinery: its advantages and disadvantages: 
We have seen that modern complex division of labour is closely 
connected with tlie invention of machineries and the industrial revolu- 
tion. We propose now to deal with the economies of substituting 
machin^' for labour and the attendant evils 
Economies of the use gf substitution. The economies of using 
0 macimery. machinery are the following. Some kind of 

work could not have been performed by human strength without the 
use of machineries and Nature’s powers. These things can be done 
easily by machines. No human being could ever think of moving things 
whidh are now moved bj' a crane. In most cases, machinery can 
work faster, and is more productive than human being. Machineiy 
works more accurately than man. A machine exactly repeats^ its- 
operations. The component parts of a machine are all standardized 
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products. The parts can be replaced. If a part goes wrong, it 
can be easilj' replaced by a new one which will exactly fit in with 
others parts of tlie machine. This S3rstem of interchangeable parts has 
increased the use of machinery and has increased ' productiveness. . 
Machinery reduces cost of production.- Things have become cheaper 
and many commodities whicli were formerly, within the reach of rich 
men can be enjo3-ed nowadays by a family of workmen. 

Effects of Machinery on' Labour: Machinery relieves the 
.strain on human- muscles. Heavy and laborious tasks are performed 
by -machinery. The.,3vork of drudgery and 
of tiiachiiicry j]] ^yorks which require constant repetition 
on labour. process are now performed by 

machines.- A printing machine, nowadays, even folds the newspapers; 
this folding involved a drudgery and monotony of the extreme type. 
Secondly, handling of machineiy requires some intelligence and sense 
of responsibiliti' among the workers. Modern workers, thus, bang 
in charge of machineries, become more intelligent and responsible. 
JIachinery improves the quality of labour. Thirdly, machinery 
diminishes the barriers between different trades and makes labour 
more mobile. Machines for the production of a commodity can easily 
he adopted, with minor differences, to produce another commoditjn So 
it is possible for a worker to move from one industiy to anofter it 
he so desires. As for instance, the workers who have learnt to handle 
niachines for making watches can move to the industry of making guns, 
where the machineries used are almost similar. Lastly, machinery 
increases the efficiency of labour and raises its wages. The more 
capitalistic the system of production, the greater the use of 
the lower will be the cost of production, profits will be higher and 

nith rteu^the wag^ of Machinery; But the introduction of 
inachincn’ throws men out of employment. Sudden introduction of 

cmploj’ment m manager and tlic workers, 

no personal congemal home atmosphere 

They become parts of Ij, -vstem of pfoduction is gone, 

whicli prevail^ under tie e 7 interests are anta- 
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the -workers. They had to -work long hours amidst unhealthi' surround- 
ings and had to live in unhealthy hustees. The labour of children and 
■women was used ivithout any regard to their health. The promiscuous 
mixing of males and females and the shameful condition of housing 
accommodation lead to moral degeneration. All such evil effects are 
not necessarily the result of tlie introduction of machinery', nor are . 
they permanent in character. Tire}' are the results of maladjustment 
at the initial stage of industrialisation and of 
But in spite of' the dc- the greediness of the capitalists. If the 
fects, the intr^uction of factor!’ laws are rigidlv enforced, and if the 

TOstbJTeSfici^' P=°P'e tofce more intent in the welfare of 

the workers, the evils will be remedied to a 
great extent. In spite of its defects, macliinery has done a great service 
to humanity. Human life has become more enjoyable and richer for it. 

Machinery and unemployment: Machines are usually, but 
not always, labour-saving devices. AWien they are introduced, there 
is generally a displacement of labour for the time being. The same 
work that was formerly' performed by 100 men is now done by (say) o 
men. In the short run, the introduction of machineries has usually led 
to unemployment among workers. Labour and capital appear to be 
competitive, one displacing the other. ' , . , 

On this ground, therefore, the introduction of machines has 
generally been opposed by the labourers. The period in which England 
was passing tluough the industrial revolution saw extensive riots in 
which workers smashed the new macliines that had robbed them of 
their work and bread. But the situation is not as distressing as the 
labour leaders make out. In the heat and dust of controversy, it is 
forgotten that capital and labour both co-operate in the production of 
the national income. Capital without labour is dead, and labour 
without capital is inefficient. If both co-operate, the income of each 
mounts up. In fact, in the long run, the introduction of madunes, 
instead of creating unemployment, adds to 
Technical invention and the aggregate employment in the country, 
nnemployment Suppose, in the cotton textile industry, a 

labour-saving machine is introduced. For the time being, some 
labourers ivill be unemployed. But they will soon be absorbed m the 
following way. As a result of the introduction of machines, cotton 
gdods will be dieaper. If tlie demand for such goo^ is elastic, 
lonsumers will buy riiore of such goods. The re^lt will he 
of the industry’, and re-employment of some workers m the expand^ 
industry. If, liowever, the demand is inelastic, and the consumers 
do not increase their purchases, tlieir e-xpenditure on cotton goods 
will he less as the goods iviU be cheaper than before They will teie. 
therefore more money to spend on other commodities. Produc^on 
ivill expand in other industries where unemployed labourers will he 
employed Some workers will also be absorbed in the mdustoy for 
Sing the ^chines,- Lastly, as a result of the introduction of 
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machines, those workers who are employed will earn higher wages 
than before, because machines increase the productive efficiency of 
labour. They will spend more money in buying commodities, and 
additional workers will be engaged in meeting their wants. In these 
•various ways, the displaced labourers will be slowly absorbed in the' 
industry as a whole. Moreover, it should not be forgotten that 
machines cheapen the products, and so far as the workers themselves 
consume these cheapened products, they gain as a class; In fact, the 
goods which are usually consumed by the working class lead them- 
selves easily to inventions and improvements. Hence it has been trijly 
said that' though in the short run labour and capital are competitive, 
in the long run they are complementary. . 

All this, of course, liappens in the long run. During the period 
in which adjustments slowly work out, many workers may be ruined. 
Others may, after a hard search, find work in a Bade for which they 
were not trained, and hence they will get lower wages than before. 
The duration of unemplo 3 ’ment depends on the power of the leaders 
of industry to respond to new situations, and on people’s capacity to 
adjust themselves to new trades. 

The advantages of Large-Scale Production in Manufacture: 
Division of labour and the application of machines lead inevitably to 
large-scale production. There are certain advantages of large-scale 
production. Folloiving Marshall, we may classify those advantages as 
external and internal economies of production. Bxlenial^jco^iMs 
are those economies which do not depend on the expansion of “1? 
size of a single firm, but on the growth of the industry as a whole. 
A typical e-xample is tlie decrease in the cost of machineries as thwe 
are made in large quantities. The more cotton mills there_ are, tiie 
machines will be produced on a larger scale and wU be obtained at a 
lower cost. The advantages of localization fall into this class 

^ntenml ecoiwviics are those winch anse wiffim the firm ifself as 
a r«Xf the increase in the size of the firm. They are md^endent 
lot the sreneral growth of industry and are the result of efficiency 
marXnt in any particular firm. The internal economies which 
may ^ gained by a firm producing on a large scale are the ' 

a great adrantage over sra^ ^ - large establishment can prevent 
(c) Ecpmmy ^ Sreducts can fetch some price. 
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(d) The economies of sale and purchase on a large-scale. A 
big establishment can purchase raw materials at a very favourable rate. 
Its selling costs are also small. It can advertise effectively, though 
the cost of advertisement per unit is very small. It can have its own 

• shops for retail sale and can thus retain the profits of middlemen. 

(e) Market fluctuations .affect, the large concern in a less degree 
than the small concern. At the helm of a large concern there is often 
a manager who has considerable foresight and e.vperiencc. He can 
forecast the future demand accurately and can thus vary the siipply 
of the product. He can face the competition of others boldly. The- 

' manager is not engrossed in the details of his firm, but reserves his- 
Icnowledge and intelligence for reading the conditions of the market, 
for bringing about further economies and for pushing his commoditieis 
in a wide market. 


(f) Experiment and Research. A large business can cany out 
experiments and incur heavy expenditure ’ on rese.arch work. But tlie 
cost per unit docs not increase very much. It can im|)rovc its processes, 
utilize new raw materials and can lake the earliest possible advantage- 


why do we not nna nrms continually c.xpanuing to jjigauiit oh.co. jii 
actual life, we find many small firms c.xisting in an industrj- How 
do we explain this paradox? It must be due to the fact that there are 
limits to the gains from large-scale production. Tlic fact is that in 
general the larger a firm grows, the gain to be secured from further 
groirtli becomes usually less and less, and on the other h.and, the greater 
become the difficulties consequent upon that groii-fh. A;r.r/. the econo- 
mies of division of labour and large machinery will not continue 
indefinitely. After a certain stage is reached, further growth rnll not 
seairc greater technical economics. "A large furnace is more economi- 
cal than a small furnace, but a point comes beyond which further growth 
is uneconomical.” Secondly, the limited cajMcitics of men offer a 
serious obstacle to the growth in the size of firms. Difficiilties of 
management and supen-ision increase with every extension m the sea c 
of business. Every time that a further division of labour 'S 
ei'ery time a new branch or a new department is « 

co-ordinating the separated departments 
DifHculHcs of co-ordi” bcconics more aiKl more difficult. * The big" 
nation. grm is a scries of wheels within wheels, an 

elaborate hierarchy, in whicli every decision requires 
this man. the referring to tliat man. the permission of a third ttte 
agreement of a fourtlv so that decisions become endlessly 
There must come a stage when tiie machine becomes too umtteldj to 
manatre when the increasing difficulties oi co-ordinating and supeni- 
wor^of.tLusands of individuals and. branches will st^llow 
uplll thre^nomies of large-scale production. Thirdly, m order to 
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produce on a large scale, a ■ firm would have to raise large sums of 
mone)'. It may- not be always possible to secure money' for expansion 
at the right moment. The businessman who wants to increase the 
size of his business may not be able to finance it from his oivn resources. 

He may borrow from banks or other 
Financial obstacles. institutions; but the interest charged by the • 
, latter may prove prohibitive. He may also 
turn his concern into a joint-stock company and raise money from the 
public. But then he would have to surrender his independence, and 
work in accordance witli the wishes of the shareholders, 'This may have 
a cramping influence on his initiath’e and enterprise, as a result of 
which efficiency of the concern may suffer. Fourthly, tlie demand for 
the product may be subject to' considerable fluctuations. ■ Here the 
large firm may be at a disadvantage. The organisation of such a firm 
is more elaborate, and its equipment is highly specialised.^ Hence it 
will find it difficult to adapt itself to new and changed conditions of 
demand. Thus this fact sets a limit to the expansion of a business- 
Laslly, though a firm may secure some economies of production by 
c.xpanding, it may not ahrays be profitable to do so, for, there are 
certain "costs of growth"* which may impede expansion. The firm- 
must spend money for marketing its enlarged 
Costs of Rrowtli. output. The e-xpenditure upon sales orga- 

nisation and upon marketing may increase so rapidly as the firm- 
attempts to grow, that furtlier growth may become unprofitable. The 
existence of imperfect markets and the inertia of buyers set a limit, to 
the growth of a business. , « t ■ 

There are also certain advantages peculiar to small businesses, 
-ivhich account to some extent for their sun-ival. Tlie individual energy 
of the owners of small businesses is a great asset. There are men 
who will work more efficiently for their own than for others. They 
can supen-ise every portion of tlie 

under their eve, and hence there is no shirtang of duti-. Hie personal ^ 
" ^ • ’ and drive of the small employer galvanise 

^•'Mvanta.ec.'i of the employees also, and they often give their 
small producer. [)g5t jq the beloved master. He can give 

ercater attention to details than the large producer. Another important 
Sagfis that there is scarcely any serious prob em o 
the semrated departments, often pulling against each other T e 

‘"S ™ “CeS* ..a 

aaSita.;.' «« ■»» ™ 



.Standardisation is not possible 
has also an 


“advantage' in ffie Foduction of artistic goods. He can 


*E. A. G. Robinson. The Sirueturc of Compciilivc hulxstry. 


Page 120. 
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devote much labour on each .piece of work. His products have a 
superior finish. In all these industries, the small producer has uptill 
now held his own against the inroads of the large manufacturer. 

. . Localization of industries: Its causes and effects: The locali- 
zation of industries means the concentration of particular industries in 
the different parts of a country. ' When the different firius manufactur- 
ing or selling tlie same product are concentrated in particular areas, 
that industry is said to be localized in those places. For example, the 
jute industry is located near Calcutta in India and at Dundee in 
Scotland; the cotton textile industry in India is more or less localised 
in Bombay and Ahmedabad. 

What are the factors which influence the location of different 
industries in different places in a country? A manufacturer will tn* 
to establish his business in the most suitable 
Causes of localization. place where the expenses of production are 
likclj" to be the lowest. He would, therefore, 
pay attention to the several factors which make, first, for lower costs 
of manufacture at some places tlian at others, and secondl}-, for the 
minimum transport costs. Tltesc factors may be classified as physical, 
ccoiioiiifc and polilicai. ' 

Of course, the most fundamental are the physical causes; such 
as the character of the climate and soil or the existence of mines and 
quarries in the neighbourhood or within 
(ii) Physical causM. easy access by band 'and water. Metallic in- 
dustries liave generally sprung up cither near 
■ mines or in places where fuel is cheap. If the ra;i’ iiialrrials and fiiel_ 
supply are available in the same locality, localization is easily promoted. 

As for instance, many iron industries have 
(1) Nc.micss to raw grojvn up in Chota Maginir and Bihar 
because iron-mines and coal-mines are 
situated near each other. Physical and climatic conditions deter- 
mine the distribution of raw materials and the environment suited 
to a particular industry. They also determine the existence of 
ports, rivers and seas, on which depends the 
.Phyi ic-il & clim.-itic possibility of easy transport of - commodities 
conditions. produced, and of raw materials required for 

the industry. The extent of localization ■ depends necessarily upon 
the extent of the market; and ports and navigable rivers broaden the 
area of the market. In England most of the imjiortant industries arc 
localized near the ports from which commodities are distributed 
throughout the world. Nearness to the sources of power is another 
physical cause leading to localization of 
(3) Nc.-ime.'is to power. industries. In former times, factories were 
generally set up on the banks of swift-flowing 
rivers: nowadays they flock where the hydro-electric works or coal- 
mines are situated. 
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important. ThTrecononiiTraiB^T^ifcoo” “ost 

physical situation of ports to the 

(6) Economic caiisw. 5’“’'*® “r navigable'^rh-ere’ a^nd 

(1) Accessiwiitv f«is. industries arc attracted to „ -1 

the marhc. ■ ' ^ ^ 

often grow up near hh railinr itnf industries 

accessibility to rZZZ VT of 

(2) Availability of an rT'« ^ industries in 

aticniiatc supuly of labour. mas* be explained by the availability 

, .. O' a “fge number of labourers in CalcntH 

.. d Its neighboiirbood. Due to manv social, religious and political 

rart“of 'the r" ■’ar'’”""'- f soWefl^a one 

jrarf of the coimtr; Many mdustncs have sprung up in that part 
'0 'ahc advantage of that labour supply. ” 

Of t-ol'fo! (aescs, palromgc of llic roiirl has tlie greatest 
influence in localizing industries. Muslin industry in Dacca and the 
ff) Political ra,«r_ “‘•'.'n'instry in Mursliidabad sprang up due 
the tttttonagenf the' court. '? * Pn'rtinnK® of the Hindu and Mahome- 

dan rulers of these places. 

An indii.rtry tipiy lie localized simply bccau.se a few firms had 
already been cstaMiflicd at tliaf iiarticular'placc. The first start often 
/,ri -, 1 , helps greatly the Incalizatlon of an industry. 

Momentum 0 , the „„ ,ong,egate in oL 

neighbourhood, because the locality possesses 
a reputation for producing some highly finished goods. Tlicse firms 
congregate there to take advantage ot' the same reputation which is 
enjoyed hy other firms. As for instance, tlic cutleries of Sheffield or 
the ivalchns oi SwiUcriand arc reputed throughout the' world. Hence 
it is i]iiilc natural that new firm.s will Ire started in these places to take 
advantage of the trade-mark. ‘Shclficld make’ or ‘Swiss make.' 

IVhcn once e.'tablislicd in a locality, the industry remains there 
for a long lime in order to reap tlie advantages of such localization. 
First, the products of the industry gain some reputation,. Products 
bearing the name of that place find good markets and reasonable price- 
offers as in the case, of cutleries of Sheffield or the watches of 
Switzerland, etc. Secondly, labourers of that industry' acquire some 
hereditary skill. The mysteries of the trade are iu the air, as it 
were, and children learn many of them unconscipusly. Thirdly, 
localization creates a local market for skill. 

_ Advanuiecs ol locallz.!- All men skilled in that trade fio.cfc to that 
localiD' heenuse they know that there is a 
constant demand for them in tlicsc firms. Hence there is a regular 
supply of skilled' labourers and new firms are established in that locality 
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in order to get the services of tlie skilled labour supply. Fourthly, 
subsidiary industries grow up iii the locality. They supply the localiz^ 
industry with implements and materials, organize its traiSc, utilize its 
hj;-products and in many ways conduce to the econojny ol materials. 
Fvjthly, localization promotes the use of specialized machinery which 
helps the performpce of a particular operation and offers great 
opportunities for inventions and improvements tlirough a healthy 
rivalry among the competing firms. Sixthly, a localized industry gets 
the advantages of plentiful supply of capital and finance. Localization 
of ari industry often attracts banks and financing corporations which 
find in the locality a profitable field for investment. 

But that does not mean that it has no disadvantages. The first 
disadvantage is that one type of labour being required to work (as 
for instance, in the iron industries there being demand for only adult 
male workers), other members of tlie workers’ families, especially 
women and cliildren, get no employment. Though the wages of the 
male workers may be high, they are not so high as to maintain their 
families without any additional sources of income. The employers are 
also faced with the difficulty of giving high wages to the male workers, 
because high wages increase their cost of production. But this ffifficully 
is not an insurmountable one. The remedy lies in the growth of 
subsidiary industries, where women and children may find employment. 

, ,, ,. Secondly, localization may cause one part ot 

country to be dependent for necessary 
goods on other parts or even one country on 
another. In the event of a depression taking place in the localized 
industry, men tvill be thrown out of employment; and if the products 
•of a particular localized .industry cease to be produced due to any 
reason, workers in that industry will suffer. The remedy lies in the 
■establishment of a variety of industries. But this remedy by itself 
•does not go much in the solution of the problem of depression in any 
one industry. 

Rationalisation : Throughout the post-war period, a conscious 
process of the re-organisation of industry has been going on in order 
to adjust the industrial organisation to the changing facts of the present 
world. This process is known as rationalisation. Briefly, it means 
“putting reason into industry”, and is' understood to refer, in the words 
•of the World Economic Conference of 1927, to "the method of techni- 
que and of organisation designed to secure tlie minimum of waste. 

-either of efforts or of material.” It includes 
Meaning of Kationali- standardisation of materials and products, 
simplification of varieties, '-waste reduction, 
scientific management, the use of elaborate machinery in the place of 
band labour, as well as the combination of the different firms in the 
industry with a view to ensuring plant specialisation, the closing down 
■of uneconomic firms, reduction of the overhead costs and economy in 
selling. Rationalisation, in short, is a scientific scheme of cost- 
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reduction. “It represents the idea of enlightened leadership embracing 
an entire industry in relation to other industries, and to the national 
economy.”* It is a single organisation of brain, braivn, and bullion. 

There are different methods of rationalisation. There may be, 
for example, only a finaucial rationalisation, i.e., a reduction of over- 
eapitalisation of an industry. Or. there may be an integration of 
jentcrprisc, both of the vertical and the horizontal t)'pc. Or, it may 
mcatf the standardisation of types, and the substitution of hand labour 
by machineries. Rationalisation is something more than what is called 
■“scientific management” in the U. S. A. Scientific management connotes 
the best organisation of one firm considered as one unit. It is also a 
scheme of waste reduction. But scientific management looks more 
10 the technical organisation of the industry', whereas in rationalisation 
we lay more stress on the economic side of the business, the ronscious 
planning of the whole organisation in relation to the industrial 
cconomv of the nation. Moreover, scientific management may not 
usually lead to combination, whereas some fonn of trustification is the 
usual feature of any scheme of rationalisation. 

Rationalisation and MacGregor points out, "policy means 

Scientific management. leadership; leadership means control; to 
•control anv thing well, it is necessary to control a large part of it.”t 
Rationalisation secures the maximum efficiency of the.wnoie 
economic organisation with the minimum of effort. of productmn 
will be lowered, prices w.-ill be' reduced, and the wfll cx^nd_ 

Uselcsk waste of raw materials and ot power will be avoided To *e 
consumers, it will mean lower prices; to the producers, ^panding 
markets, brisk business, and higher profits. The larp 
will be in a position to raise capital at lower rates of interest than th 
vill tie in a posuion ‘o„<^rns. The huge financial resources 

Adnntaffcs of rational!- ;vill make it possible for eacli industry to 

sation. spend more on research and on modern plants 

“"'■riSiiiss 'xi” 

“ohslacles" as Prof. Clay ‘j rationalised . industry. 

pifnc..Iiic.s of raiionali- Despite the claim g “ fet 

sation. 


S pric;. them is always the danger tot 

the price may be regarded h™”ompetffivrSitiOTT It is 

r aS* demand tot settles- the price in the 


* monatisalion of 

+ MacGregor. Econonne Journal, 
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market, arid individual firms general)}' accommodate themselves and 
their output to this price. But such would 
(1) ilmopoly prices „(,{ ]jg under rationalisation. Prices, 

may be larged. would be “a compromise 

between the interests of the consumers, those of the shareholders, the 
provision of resen-es and the contingencies.’’* But the leaders, may 
pursue an anti-social polic)', and raise prices. Ko remedy but public 
administration then remains to solve the tangle. ' 

Next comes the problem of leadership. Leaders of this genera- 
tion may prove themselves equal to the task. But what about the next 
generation ? Are rationalised industries going 
suitable leaders to make them suc- 
ablc leaders, ecssful? The social situation created' by the 

emergence of giant organisations and trusts is leaving no chance for 
young ambitions to start a career of sturdy independence in the business 
world. The best talents are forced to find themselves as so many 
hands or screws in huge organizations. The supply of captains^ of 
industry is going to he a serious problem of the rationalised industriK. 

Another serious charge against rationalisation is that it will 
increase unemployment. Ilie main motive of rationalisation is to get 
more output per worker. The associated 
(3) Rationalisation and changes in connection with rationalisation 

unemployment. result in an economy in the use of labour. 

It is urged that in the U.S.A. during 1899 to 1913 — a period^ of 
rapid technical advance — productivity per worker in manufacturing 
industries increased onlv by 16*3 per cent: whereas in 6 years 
from 1921 to 1927, it 'rose by 40 cent. Hence it -is concluded 
that technical progress in connection with rationalisation has increased 
unemploymentf _ , , w 

But all tj’pes of rationalisation do not involve unemployment. For 
example, mere financial rationalisation will not lead to unemployment. 

But the integration of industries and the 
Under certain circum- standardisation of products may result in un- 

stances, it may lead to employment. So also if rationalisation is 

unemployment. carried out during a period of falling prices, 

unemployment may ensue, because during periods of falling prices, 
the level of wages does not fall as much as it should. And business- 
men, in their search for economy, will tr>* to throw some labour out 
of emptoy’ment. But tfiis does not lead to the conclusion that 
rationalisation will ahva\s result in unemployment. Inventions and 
improvements do not destroy the total purchasing power m the com- 
nnmit}': they merelv change the direction oi the purchasing power 
A decrease in the demand for certain groups of coramoditiK will he 
followed by an increase in demand for all others. Jloremer, 


*lb!d. 

fSce before p. 72. 
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lationalisation results in a fall in the prices of commodities, and die 
consumers can now obtain the same amount of commodities by spending 
less. Hence they will have extra sums of money to dispose of. If 
they simply hoard these additional sums, instead of spending or 
investing in business, unemployment will ensue.* But it must be 
pointed out diat rationalisation, by increasing the profits of industries, 
opens up fields for fresh investment, and so there is every likeli- 
hood of the consumers investing their surplus monqr in profitable 
businesses. If this happens, there need not be any unemployment. 

“ Moreover, in the long run, as a result of lower prices, and higher 
standard of living, the volume of unemployment will diminish. But 
the period may be a very iong one, while there will be temporary 
unempIojTiient. And in the transition period, the immobility of labour 
may involve not only considerable losses to 
In the long run, there individuals, but also considerable delay, 
will be no unemployment. Excepting these temporary maladjustments, 
’rationalisation, or technological progress does not result in increased 
unemployment. “The process of rationalisation observed in Germany 
during four years (1924-27) was accompanied during the first IS 
months by a considerable reduction in unemployment, during the n«t 
18 months, by severe unemployment, and during the last year by 
another considerable reduction in unemployment. In these conditions 
it seems difficult to assert that there is any general correlation between 
the two phenomcna."t 


♦Gregory. ''Rationalisation and technological unemployment.” Economic 

■^‘’'THcirf'Fuss; “Rationalisation and Unemployment.” Inicrnolionol Labour 
Rtvicze, June, 1928. 



CHAPTER 11 

ORGANISATION OF BUSINESS 


The rise of the entrepreneur class is one of the natural corollaries 
of the modern Industrial Revolution. Before the advent of the 
The entrepreneurs arc Industrial Revolution, production was simple, 
those persons who manage market was limited and capital employed u'as 
the present complex or- also very little. The task of co-ordinating 
ganisation and production, {jjg activities of dififerent factors of produc- 
tion was not a difficult or exacting one. Hence the best type of men 
was not required to manage such industries. The advent of the 
Industrial Revolution changed everything. Production is now on a 
large scale, machineries used are intricate and costly, large amounts 
of capital are used, the condition of world demand is to be studied and 
production adjusted to that demand, big risks in production and 
marketing are to be taken. And the task of combining the factors in 
suitable proportions has been rendered highly difficult. The importance 
of persons who undertake this task has increased enormously. These 
men who control and guide modem industrial system are known as 
BiUreprenetirs. 

Functions of the Entrepreneur: The modern entrepreneur is 
a man of first-rate importance. It is his function to decide what to 
, , , produce, where to produce and how to produce, 

and'how topreducc!’'™ ^e plans the whole bijsiness from start to 
nnish. He decides the quality and the 
quantity of tlie product. He selects and purchases machineries and 
sees to it that no materials are wasted. He co-ordinates the different 
factors of production in right proportions, and employs cadi factor in 
such work for which it is best fitted. 

The classical economists considered that management was a most 
important function of the entrepreneur. It was his business to manage 
Superintend the different operations , of 
of tire busScss? business. But with the groirih of joint- 

, stock companies, the actual work of manage- 

ment IS being left more and more to salaried managers. These salaried 
managers cannot be regarded as entrepreneurs. Hence it is no longer 
regarded as essential that entrepreneurs should themselves manage 
their concerns, especially in small-scale businesses. But the fact which 
distinguishes the entrepreneur from the salaried manager is that the 
former is the ultimate controller of the whole business. The entre- 
preneur is the person or persons who control the business and have 
the power to determine its policies. 
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Then he has also some distributive functions. The whole income 
of the business comes to him. He has to pay 
He distributes the proper remuneration for land, labour and 

factors will not suffer. They must be paid 
according to the terms df contract 

Thus the most important function of the entrepreneur is his risk- 
taking. Eveiy factor of production has to face some risk no doubt, 
but liis risk-taking is of an extraordinary 
But his most impprtiuit ^nd. His risk is an indeterminate and 

function IS risk-takins. immeasurable one. Modem production is 
carried on in anticipation of future demand. The modern system of 
production is a long-drawn-out process. It takes months to bring out 
finished products to the market. The entrepreneur must study the 
demand for the commodity, the supply already in the market and then 
undertake production. If he miscalculates, if there is one we^ link 
in the whole chain of his calculation, production may result in loss 
instead of profit. The greater the complexity of. the modem system 
of production and marketing, the greater the chance that they may 
he. totally upset by an unforeseen contingency. Fashions may change, 
or new inventions may make his plans totally worthless from the point 
of view of profitable employment. He assumes such risks and hence 
his importance in the modem system of {production. 

It has also been stated by some writers that the entrepreneur 
performs a special function in production. His main function is 
innovation. He is the pioneer in his otvn line 
His function is itmo- gf business, undertakes new tasks, adopts 
TOtion. processes, and goes ahead' of others in 

introducing inventions and improvements. 

The supply of the Entrepreneur class: Great captains of 
industry are bom and not made. They are geniuses, and like all 
geniuses their supply is based u{)on factors 
The supply of first-class which are beyond human knowledge. Free- 
bcains is scarce, jgjjj g{ opportunity and a wide diffusion of 

education are the means for tlie discovery of persons having such 
unusual gifts. “Freedom and democracy operate to develop to the 
full the scanty number of leaders. The abolition of class privileges m 
modern times has been not only of political and social consequences, 
but has had direct economic effects also.”* 

But average business ability is not very difficult to attain. General 
and teclinical education among the workers of the industry will make 
them more intelligent and if they are given fair field, some of them 
may- turn out to be able businessmen. The son of a man alrwdy 
established in business starts with marked advantages over others. 
Once the firm is made a going concern, a man having average 


♦ Taussig. Priiieiplcs of Economics, Vol. I, Page 102. 
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business ability may keep it running. Sons ot many captains of 
industrj', though they themselves are of average business ability, have 
run their father’s businesses quite successfully. But in some cases they 
fail to manage their father’s business. But their failure does not mean 
that the business will be ruined. They may become sleeping partners, 
ivith fat profits, taking as partners men who 
But the supply of men have unusual business ability. Thus the ranks 

of averaec ability is not q{ Successful businessmen are constantly being 

S' «nstaU ’ WM "by "P > 1°"’" 

men from below. of the industrial ladder — men who have shown 

unusual business ability in the management 
of small businesses. Men who have trained their eyes and cars in 
small businesses and who have become successful in competing with 
big businesses even with their small capital may in time become captains 
of industry. A well-balanced university education and c-Kperience can 
promote business ability. 

Forms of business organisation: \Vc shall now discuss the 
different legal fonns under which the entrcprcucuriai functions arc 
organised. These arc usually classified as single entrepreneur system, 
partnership, joint-stock companies, co-operation, and government 
management. 

The Single Entrepreneur System: In this form, the business 
is owned and managed by a single individual, who alone is responsible 
for its success or failure. The peasant pro- 
Advantages. prietor, or the small retail grocer furnishes a 

good illustration of this system. This form 
of business possesses many adrantages. The proprietor takes a great 
personal interest in his business, and tries to make it efficient. Secondly, 
responsible to himself alone, he possesses the freedom and the oppor- 
tunity for taking prompt action. The nccessit)- ot consulting a large 
number of partners, or shareholders does not h.imper his initiative. 
His business secrets cannot leak out through the indiscretion of partners. 
Lastly, in businesses which arc simple in nature, and which do not 
require a large amount of capital, he can shine at his best. He can 
pr^uce things to suit tlie individual tastes of his customers; or can 
devote himself to the production of artistic goods; 

The main disadvantage of this form lies in the fact that a single 
individual is seldom in a position to im'cst a large amount of capital 
in his business. And modern businesses 
Disadvantages. require large investments of capital. And 

even if he is in a position to do so. the risk 
will be veiy great, for be is personally liable to the full extent of his 
property for all debts of his business. Hence at the present time, this 
form of business is gradually losing ground to joint-stock enterprises. 
Only agriculture, the individual still occupies the predominant 
position. 
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The Partnership; 
persons well known to 

Often it has arisen from 
the fact that businessmen 
have taken their ablest 
employees as partners. 


The partnership is an association o£ a £ew 
each other and actively engaged in the under- 
taking. It is the simplest and the oldest form 
of assodation of two ' or more businessmen. 
The legal characteristic of a partnership is 
the joint aiid several liability of partners for 
all debts. The creditor of such' a firm- can 


secure the full amount of the debt from any one of the partners. Of 
■course, the partner who has paid the shares of debts of others may 
obtain his money back by a contribution suit. As regards the size 
of partnership, while there are some firms which have attained gigantic 
proportions, smallness is the rule. Often the business is started by a 
single entrepreneur and if any of his capable employees wants to break 
away with him, he offers him a share in the business and thus retains 


him instead of allowing him to start a business of his own.' 

A partnership can secure a larger amount of capital than a single 
individual. The unlimited liability of . several men enables them to 
raise more capital, as it offers a greater margin 
Advantages of partner- of safety to the creditors. Another advan- 
® '*’■ tage lies in the combination of men of ability. 

Each partner can specialise in a particular branch' of the business ; one 
may be entrusted with buying, another with selling and so on. This 
leads to great effidency. New blood can be infused into the, business 
by taking new partners. As several men have to be consulted, the 
resulting dedsion is likely to be sound. On 
Disadvantages. the Other hand, there is also the possibility of 

serious delays and disagreements in making 
decisions. .Another disadvantage is the lack of continuity of the partner- 
ship. On file death, or lunacy or insolvency of one of the partners, 
the whole business stands dissolved. Lastly, the unlimited ^ liabihty of 
each partner for the debts of the concern deters many rich men from 
joining a partnership. 


The Joint-Stock Company; It is an association of individuals, 
known as the shareholders, or stock-holders, who join together for the 
purpose of carrying on a spedfic business. 
Difference betwem a ^nd agree to .supply the capital. A group of 
^ individuals -draw up the articles of incor- 

poration in whidi the name of tlie company, 
the purpose for which it is formed, the nature and the amount of the 
capital to he issued, etc., are clearly laid down. These artides are then 
submitted to an officer of the Government. After he has issued the 


certificate of incorporation, the company can commence its operations. 
The company is thereafter looked upon as a legal person, and can sue 
and be sued in its own name. Unlike partnership, therefore, its life 
is independent of the lives of the shareholders ; it has not to be dis- 
solved on the death of any shareholder. If all the existii^ shareholders 
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of a company die simultaneously in an earthquake, die shares -would 
pass on to the heirs, and the companj' would go on as usual. It is 
an association of capital, not of persons. Another difference betwce.n 
a partnership and a joint-stock company lies in the fact that while 
die liability of tlie partners for the debts is unlimited, that of the 
persons forming a company is limited. Each 
Umited liability. shareholder is usually liable only to the extent 

of the -value of the shares tlmt he has agreed 
to subscribe, tliough in some cases, the liability may be limited to 
double the -I'alue of the shares. All the risk that they run is that if 
the company becomes bankrupt, they will lose the -value of the shares 
they have purchased. The creditors of the company cannot attach 
their other properties. 

The capital of a joint-stock company is raised by the issue of 
shares or stocks of small denominations to the public. Any person 
can take up as many shares as he likes, 
Ordinarj- and preferen- though in some cases, a limit might be put to 
^ ® the amount, which could be bought in one 

name. Tlie shareholders, or the persons who have bought tlie shares 
are the proprietors of the company. Each of these shareholders has 
the right to attend a general meeting of the shareholders, the right to 
give his vote in determining the policy to be pursued, by the. company, 
and to elect the directors, and the right to receive dividends f.c., shares 
in the profits of the concern. Shares are sometimes divided into two 
types, — ordinary shares and prcjercnlial shares. The difference between 
these rivo types of shares lies in the fact that the company agrees to 
pay a fixed rate of return on the preferred shares, while the. rate of 
dividend on the ordinary shares is uncertain, hloreover, dividends 
must be paid on the preferential shares before any profit can be 
distributed to the ordinary shareholders. Of course, if the coinpany 
earns no profit, the preferred shareholders do not get any diridend. 
Sometimes Cumulative Preferential Shares are issued, upon whiA 
back dividends must be paid up before any dividends, can be declared 
on ordinary shares. There is anotl^er way- in which these share- 
holders get preference over the ordinary holders. If the company goes 
into liquidation, the former must be paid in full out of tlie revised 
assets before anything can be distributed among the ordinary share- 
holders. 

A part of its capital may be raised by a company by’ the issue of 
bonds or debentures. A bond or debenture is a certificate of. indebted- 
ness issued by- a company, bearing interest at 
Bonds or debentures. a fixed rate and repayable after a fixed 
number of years. The bond-holder has no 
voice in the management of the company ; he is the creditor of the 
company, and not its owner. In case of liquidation, the bond-holder 
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must be paid in full before any assets can be distributed among tbe 
shareholders, both preferred and ordinary. Bonds are thus safer than 
shares, but they do not cart}’ the chance of very large returns in . case 
the company is exceptionally successful. The capital of a company 
is thus divided into different groups to suit the different classes of 
investors. 

Though the shareholders are the owners of the corporation, they 
do not man^e its affeirs. The actual work of management is left to 
hired managers, while the shareholders elect 
ManaBement of a among themselves a Board of Directors 

Company. supervise the operation of the business. 

The directors determine the general policy of the company. Thus in 
this system, ownership and management have been successfully separated. 
Anotlier point to be noted is that though the management of a joint- 
stock company appears to he democratic, actually it is highly oligarchic. 
In practice, the vast majoritj' of shareholders do not take any active 
interest in the affairs of tiie corporation, and do not take care to attend 
the meetings, or to cast their votes at all. A group of persons usually 
succeed in having a controlling percentage of the total shares, or in 
getting a sufficient number of shareholders to sign over proxies. These 
active, dominating persons control the business. 


Advantages: It has facilitated production on a large scale. 
Formerly, businesses requiring millions of rupees^ could hardly raise 
such sums. Now the joint efforts of many 
It has made production result in a large-scale business. Cost of pro- 

on a large scale possible. durtion reduced and products become 

cheaper. Thus consumers as a class are benefited. 

It has given a stimulus to the saving of capital and its investment. 
Persons, having small surpluses, do not find that surplus useless, but 
can invest in shares of small value. Further 
It has increased the by separating risk-taking from investment, it 

supply of capital. bas induced all classes of persons to save 

capital. Those who are willing to undertake risks buy shares, and 
those who want to take no risks buy bonds. Among the shareholders, 
risk-taking is further graded according to the degree of risk, as the 
shares are divided into ordinary and preferential. Ease of transfer- 
ability and the establishment of stock exchange, where shares ran be 
freely bought and sold at any moment have given further stimulus to 
saving and have made the system very popular. Shares are sold and 
bought in the market like any other commodity and the investors can 
withdraw their money whenever required. The ease of transfer serves 
to bring the industry under the control of able men to the exdusion 
of ignoW incapable and weak men. Those who can judge b«t of 
the prospects of an enterprise and can exercise influence toiv^ds its 
skilful management, buy out those who are mcapable and afraid to 
take any risk. 
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The joint-stock ^stem has promoted risky and venture-some 
investments. The liability being limited, and the risk undertaken by 
each individual shareholder being small, _ the 
It has promoted risky directors can launch into venture-some projects, 
en erprises. progress of invention in modern times 

and the diversification of industry have been possible only on the 
assumption of bold risks by companies. The joint-stock system has the 
advantage of stability. It is not to be wound up with the death of a 
shareholder as in partnership. The manage- 
It has made business ment is easily flexible, and new blood can be 
more stable. infused in tlie directorate. Having huge 

capital at its disposal, it can afford to secure the services of the best 
industrialists as its managers, and a fair degree of success is thus 
ensured. 


The disodvaiilages arise chiefly from the case of transferability of 
the shares. Control of the industry may pass not only to the shrewd, 
but also to the unscrupulous persons. Those 
• Z*’® control may pass arc inside the industry as directors and 

in unscnipo oos s. Qiiiers ^yi,o know the internal working of the 
industry, may sell their shares when they scent any danger without 
disclosing it to other shareholders. Thus the innocent members of the 
public who buy such shares will have to undergo losses. Or when the 
directors learn tliat a big dividend is going to be declared, they buy up 
as many shares as they can. only to sell those shares again at a high 
price. Thus they try to make money by speculation which is con- 
demned by public opinion. 


Another disadvantage is that it weakens the sense of association 
for common end. The sense of association is weakened, partly because 
the shareholders arc too numerous to know 
There is no csfiril dc gpg anotlier, and partly because the shares 
change hands tooSre^uently. The tcam- 
spint wath which partnership is worked is 
found wanting in it. Whenever there is any chance of danger to the 
enterprise, shareholders begin to sell the shares, and the general 
stampede that follows injures evciybody. Each looks to his own 
interest and ‘the original notion of joint venture for common profit 
or common loss is forgotten'. 


Another defect which should not go iranoticqd is that the divided 
responsibility increases the temptation to la.vity inherent in joint-stock 
management. However able the directors 
It is not M rigorous jj,gy j„.g hound to delegate a certain 

one-mm firm.”* *** **'' portion of their work to subordinates, one 
manager being in charge of a department. 
There is a want of proper co-ordination between tlie different depart- 
ments, though the heads of departments are subordinate to one chief. 
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Sometimes, the directors like to follow the line of- least resistance 
iy consulting their own ease and avoiding the trouble of taking risks. 

, But this evil has been counteracted by 

itive another inherent tendency in human nature. 

‘It is to look beyond pecuniary gain, an 
ambition to prove one’s ability'. Often the manager is emboldened to 
take the initiative, as he is generally offered a definite share in the 
•excess incomes. 


Another disadvantage from which the joint-stock management 
suffers is the want of elasticity in the matter of discipline. The 
managers cannot, like the private owners. 
Selection of OTployces make use of their personal experience of men’s 
anay not be efficient. character and rely upon the honesty of tlie 
-workers, instead of applying mechanical methods of checks. 

On the whole, if might be said that the advantages far outweigh 
•the disadvantages. It is doubtful whether modern system of large- 
scale production would have been possible without the joint-stock 
•organisation. The superioritj' of this form becomes evident when we 
see that it is gaining ground over otlier forms of business organisation 
■in almost all spheres of production. ' 


Co-operation: Another form of industrial organisation is co- 
•operation. It is opposed to the capitalistic system of production, in 
■which the capitalist hires the labourers and remunerates them for thdr 
■sen-ices. The chief evil of modern capitalism is the gradual cleavage 
"between the interest of the capitalists and those of the labourers and 
■tlic antagonism between the two classes. Bolshevism, Communism, 
Socialism and various other movements are manifestations of this class 


struggle. Co-operation is a form of industrial organisation in which 
Ihe capitalist is eliminated. The workers themselves subscribe the 
■capital, manage the industry and divide the profits among tliemselves. 
Beginning from the manager down to the unskilled labourer, all are 
■proprietors of the industry, there is no longer any indignity in work, 
010 master-and-servant relation. 


Co-operation is principally of two kinds co-operation among 
■producers and co-operation among consumers or productive and dis- 
. . tributive co-operation. Wien' production is 

Co-operation m pro- carried on by. an associated group of work- 
uc ion. men, who distribute profits among themselves, 

it is called productive co-operation. It is the verdict of the economists 
■that productive co-operation is a failure, though not an absolute failure. 
In some spheres, especially in the field of agriculture and small 
industries, it has been attended witli some degree of success, probably 
"because in these fields, industrial leadership is the least wanted. But 
in industries of moderate size, co-operation has failed to prove its 
•worth, the chief cause being the elimination of the entrepreneur. The 
managers of the co-operative producers’ organisations have been men 
jiossessing a low order of ability; the workers, as they are themselves 
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the masters, do not subject themselves to the strict control of the 
managers and therefore discipline is wanting. “The essential difficulty- 
in the way of co-operation in production is that it attempts to super- 
sede the businessman where he is most needed. Its failure is at once 
a result and a proof of the variety and importance of business leader- 
ship.”* Furtlier there is the difficulty of obtaining sufficient capital, 
and securing markets. Still we nrnst not be blind to its advantages. 
It serves to eliminate class war ; tends to create in the workers a sense 
of self-respect and if properly worked, brings larger returns to the 
labourers themselves. 

The second type of co-operative organisation is an association of 
consumers with a view to the wholesale and retail sale of goods. The 
. . common principle is to diride profits among 

Co-operation ,in Dis- jjjg members in proportion to ffie amount of 
” thdr purchases from the stores. In contrast 

with the productive co-operation, it is an unqualified success. The 
consumers of a locality combine and start a shop of their own ivith 
small shares subscribed by themselves. The object is to supply neces- 
sary commodities to the sharelioldcrs. The shop purchases at whole- 
sale prices and sell the commodities at retail prices. The profits are 
distributed among the consumers, or the shop may sell at a lower price 
to its own shareholders. But the effect is the sam?. The profit of 
the middlemen is eliminated. Its success is due to the fact that it 
has a constant body of customers. There are no costs of advertise- 
ment and the customer who partidpates in the profits is not very 
much exacting as a purchaser. Several co-operative sales stores have 
branches throughout the world. These stores have often started pro- 
ductive organisations under themselves to supply the necessary artides 
of sale. 

Concerns under public management: Finally we come to 
another form of business organisation in which the government or 
the local authorities own and manage the whole concern. The Gov- 
ernment of India owms and manages the Railways, Post offices. 
Telephones, etc. In the western countries, many munidpalities owrr 
and operate thdr own street railways, watenvorks, electric light plants, 
etc. In case of government-manag^ concerns, it has become the usual 
practice to entrust the management of these businesses to a spedal 
Board or a Committee of experts, who are to manage on business 
prindples free from all political or sectional pressure. In India, the- 
internal affairs of the state- railways are managed by the Railway' 
Board. But the ultimate control is retained in the hands of the voters 
in a democracy. 



CHAPTER 12 

MONOPOLY AND COMBINATIONS 

In this chapter we are going to discuss another type of business 
organisation whose importance is increasing in recent times. As the 
size of the businesses is increasing, one or a few firms have suc- 
ceeded in increasing their control over the market in such a way that 
they have virtually monopolistic .sway in the disposal of a commodity. 
It is necessary, therefore, to consider the various aspects of mono- 
polistic organisations. 

Monopoly means the sole power to faeal in any commodity. But 
such an absolute control over the supply of a commodity is extremely 
rare. Most monopolies have to face some sort of competition, at least 
from substitutes. The Calcutta Electric Supply Corporation has of 
course been granted a monopoly in the supply of electricity in the city 
of Calcutta. Other firms cannot manufacture and sell electricity within- 
this area. To this extent, it may seem that the Company has full control 
over the sale of electricity in Calcutta, and may thus be said to satisfy 
our definition of monopoly. But electricity has substitutes in gas and' 
kerosene for lighting purposes, and in coal for cooking and industrial 
purposes. Hence the Company has to face some competition and 
cannot, therefore, be said to exercise absolute control in the market. 
Most monopolies are of this type. They have got some control over 
the sources of supply or production of a commodity in such a way that 
they can influence its price -within limits. Some of them may possess, 
a greater degree of monopolistic power than others. The De Beers: 
CtxBpany of South Africa controls rJrtually all the diamond mines 
and may, therefore, he said to conform towards absolute monopoly. 

Under perfect competition, there are a large number of sellers in 
any industry, each of whom sells a very small part of the total output. 

Entry into that industry is perfectly free and 
Foundations of mono- comparatively easy. If the rate of profit to- 
poy po-iver. earned in that industry rises above the 

average rate to be earned in similar other industries, more producers 
-will flock to that industry. So no producer can exercise substantial 
control over the supply of a commodity and can push up its price by 
restricting his output. But the monogplist .can influence_the price by 
curtailing his output. He can go on doing this successfully provided 
entry into the industry is rendered difficult for other businessmen. So- 
we must enquire into the causes whic h tend to r estrict entry into, an 
industry. There are four such causes. First, emtry into an industiy 
may be restricted by law so that none but the favoured producers are 
allowed to operate fn that line. These are known as the legal mgito- 
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polies. Patents for inventions and copyrights for books are the best 
example of such monopolies. The state grants 
Legal restriction on jq the inventors the sole right to utilise their 
new competitors. inventions mainly to encourage sudi inven- 

tions. The state has also assumed for itself the sole power to deal 
with regard to a commodity or service. For example, the government 
has the monopoly in the postal services. The state also grants mono- 
poly rights in certain industries which involve the right of eminent 
domain. These are known as public 7tlilily monopolies. If two gas 
companies or electric companies arc allowed to scrv’C the same locality 
•there will be useless duplication of gas and electric lines in the same 
street. If the right of installing telephones is granted to two companies, 
the clientele of one company will not have the advantage of having 
telephone connections with the clientele of the other company. Hence 
the state grants monopoly in* such industris to one concern for over- 
whelming reasons of public convenience. 

Secondly, the monopolist may have acquired control over the 
sources of important raw materials. Such is usually the case with 
_ , Dc Beers Company in the diamond market. 

*““*'''** Thirdly, entty into an industry may he 
diflicult because a farm must invest on a large 
scale_ if it is to produce and sell on the most profitable liasis. Pro- 
■duction on a small scale is less efficient in these industries. A capitalitit 
may hesitate to invest such a large amount of capiuil in a highly 
specialised form in view of the fact that the older firms with huge 
financial resources may pursue a rate-cutting 
ijirgc invcsimnit in jiolicy. Such is usually the case with the 
ixc capi . industry, Or with the Coats 

monopoly in the sowing-cotton trade. Because of this reason, the 
existing finns in that industry enjoy some monopolistic power, un- 
restrained by the fc.ar of new competitors. Lastly, entry into an 
industry may he rendered diffiailt because of the existence of goodwill 
-possessed by the established firms. By constant advertising and other 
methods the existing firms in an industry may 
Existence oi goodwill. have succeeded in securing control over the 
minds and habits of their customers to such 
•extent that new firms will find it extremely difficult to induce these 
customers to buy their products. The buyers may be so much con- 
vinced of the superiority of (say) Pears Soaps that they maj- refuse 
to purchase any other brand. It will then be necessary to spend large 
sums of money over a long period of lime to overcome this prejudice 
•of the buyers. Hence new firms may ■hesitate to enter that industry. 

Combinations: Most monopolies have been formed by the 
•combination of several firms into one organisation. Such combinations 
have been classified in several, ways. The combinations have been 
•classified as vertical or horizontal combinations. 
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. combination is one in which all stages of production 

beginning from the obtaining of raw materials up to the preparation 
of finished products are combined. ■ As , a 

• Vertical combination. result of division of labour, different- steps in 

the processes of production are generally 
carried out by- different firms. In the iron industry, for example, 
iron ores are mined by one company, coal is mined by another, pig 
iron is made by another, steel is made by still another company, while 
the pig iron and steel are manufactured into finished articles- by other 
firms.- When some of the successive steps are unified under one 
management we have a case of vertical combination. The Tata Iron 
and Steel Compan)' is an example of such a combination. It owns 
iron ores, and some other minerals, operates coal mines, and produces 
both pig iron and steel. The motive to such a combination is the 
reduction of some expenses in management and the elimination of 
profit obtained by the separate firms at each successive stage of pro- 
duction. The costs of marketing ^d advertisement are reduced, a 
regular supply of raw materials is ensured, and the chance of over- 
production at any stage of production is greatly reduced. Tliis is also 
caUed "integration of industries". 

Horisontal combination is the amalgamation or association of a 
number of enterprises, selling the same commodity, under one manage- 
ment. An intregration is a combination of 
Horizontal combination. coal mining, iron mining, pig iron making 
and steel making. Horizontal combination is 
the association of ttvo or more steel companies, or of two or more coal 
mines under one control. The motive of such a combination. is partly 
to secure economy of management; and partly to bring an end to cut- 
throat competition and thus to enjoy monopolistic profits. A com- 
bination may attain very gigantic proportions so as to be international 
in character. The Standard Oil Company is an example of such an 
organisation of international importance. 

The various phases of Combinations: Combinations have 
also been classified on the basis of their organisation. These are knoivn 
as agreements, pools, kartels and trusts respectively, each class of 
combination being further subdivided into smaller classes. 

The simplest kind of combination is a sort of more or less loose 
organisation for the purpose of limiting competition among producers. 

• It may be a purely informal understanding 

Pools. between sellers as to the prices to be charged 

by each. For example, the price of petrol 
in India is fixed by an informal agreement betiveen the two big com- 
-peting concerns, e.g., the Burma Oil Co., and the Standard Oil Co. 
There may also be associations for regulating prices as-in the Shipping 
Conference of the British shipping concerns which regulate the rates 
of freight between different ports. Or there may be an agreement 
for regulating output. The Indian Jute Mills Association is such an 
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■organisation. It has often arranged that only a certain proportion 
of the plants of member firms stall bo worked in order to control 
output and to maintain, or increase prices. Lastly, there may be pooh 
which are associations worked on the principle that each member shall 
make over a fixed sum per unit of output to a common fund, from 
which a division is made according to a pre-arranged plan. In all 
these forms of combination, the agreements are generally for a fixed 
period and the internal organisation of each firm is left untouched. 

Another form, akin to the pool, is the kartcl, which is the usual 
form in Germany. It means a still further advance upon the pool. 

The competing producers establish a company 
Kartcis. in which they hold shares. It is organised 

under the name of a selling bureau. It fixes 
the price as well as the output. This bureau fixes the quota of output 
of each firm and the selling prices, and generally manages the entire 
business of selling, taking all orders, etc. In our own country this 
plan is being gradually adopted. The Cement Marketing Board of 
India, the Indian Sugar Syndicate are examples of this type. 

Another form of combination is the big irust. Originally it meant 
a special kind of combination. The controlling shareholders of the 
various companies made over their shares to 
Trusts. a board of trustees who held them as trustees 

for the former. In this way, the trustees 
secured control over the combining firms, and managed them as one 
concern. Now-a-davs, however, any big combination is called a 
"trust". 

Besides these, a different form is "'the lioMinn company", inien 
the formation of trusts was deebred illegal in .-Imerica, the ingenuity 
of la« 7 ers evolved this type of combination. 
Holding Company. Instead of a board of trustees, a separate 

corporation is organised to own the controlling 
shares of the various firms. The holding company controls the policy 
of all subsidiaiy concerns. 

Lastly, there is_ the merper, or complete consolidation. The 
different concerns dissolve themselves and form a single company 
which owns the property of all. Unlike tlie 
Merger. pool .and the kartcl, the combining firms lose 

their individual, independent existence. 

International Kartcis: In recent years, the combination 
movement lias become international in its scope. In general, these 
agreements allot the home market to each national group, and .make 
sales allotments or establish prices in third countries. Often agree- 
ments are entered into, dividing the territory, or the prices to he 
charged in different markets. In the copper industry, there is an 
international syndicate which controls 90 per cent, of the copper pro- 
duction of the world. The central office, the Copper Export Trading 
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Company, is in Brussels. Other industries such as steel rails, cement, 
■etc., are org^ised in Kartels. 

Economies of monopoly; The advantages of monopoly as 
against perfect competition depe^id to a large extent on the foim in 
. which monopoly is organised. If the mono- 

Markebng economies. poly is of the pool or the kartel type, there 

I,' ^ ° suppose that the individual 

mrms in the combination will be more efficient than competing concerns. 
But It me monopoly is of the complete merger type, it possesses certain 
advantages as against perfect competition. It may be pointed oht that 
•standardisation, specialisation and tliorough organisation miy enable a 
•multitude of businesses of moderate size to attain nearly every 
■important efficiency and economy that is obtained by trusts. The chief 
■economies of production that only monopolies may secure are three 
■or four in number. A monopoly can specialise the different plants 
■on a narrow range of work, or take steps to supply each market from 
T, , , . . nearest plant, thus avoiding the expenses 

unnecessary transport of goods. Under 
competitive conditions, a textile mill of 
Ahmedahad may send its products to Bombay, while a Bombay mill 
■may sell its goods at Ahmedabad. If ffie different mills combine, they 
may take steps to supply me Bombay market from the mill at Bombay, 
■tliereby sainng the expenses of transport. Secondly, monopoly secures 
another advantage. It will be able to pool all knowledge and patents, 
and to make available to each firm the experience and the trade secrets 
■of others. Thus ffie teclmical knowledge and patents available to each 
■firm ivill be greater under monopoly than under competition. Thirdly, 
the existence of a large number of firms each actively competing with 
others, increases the degree of risk and un- 
The task of manage- certainty which confront ‘each firm. It is not 
men is easier. always a difficult task to forecast the probable 

■demand for jute goods during a year. But it is practically impossible 
to foretell me extent of the total market for jute goods that each mill will 
he able to capmre. The larger me number of firms, the greater is this 
■uncertainty, and the more difficult will be the task of management. 
The monopolist has not to face such uncertainties. So ffie task of 
management may be easier under monopoly than under competition. 

The monopolist secures another advantage. When there are many 
■competing firms, each has to spend large sums of money in competitive 
advertising. But a large portion of such 
No waste of corapeti expenditure on advertising aiid selling organi- 
tive adverbsements. sation will be unnecessary under monopoly. 

■Lastly, it has been claimed that trusts mitigate the fluctuations of 
industry, and make for business stability. They can devote funds to 
constructive work instead of ivasting them in destructive competition. 
They promote steadiness of output and prices because it is to ffieir 
interest in view of tlieir giant sizes. Taussig believes that there is a 
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possibility of such a stability. But on the other hand fluctuations 
might be increased by patched-up combinations, attempts to raise profits, 
over-capitalisation and speculation. The writer of a recent study on 
monopolies has come to the conclusion* that “the evidence that they 
(f.c. trusts) contribute to the stability of industrial output remains 
very slight”. 

Disadvantages; The main disadvantage of a monopoly is 
that it results in a mal-distribution of productive resources. Under 
competitive conditions, the production of every commodity will be 
carried to the point at which the value of net product of the additional 
resources will be equal to the price of the commodity. The mono- 
polist will produce it upto the point at which the marginal cost is 
equal to the marginal revenue, and the latter is less than the price of 
the commodity. Hence in almost every case, the output under mono- 
poly will be less than the socially desirable output (I'.c., that which 
prevails under perfect competition). There is another disadvantage. 
AVith some exceptions, the price tliat a monopolist charges for his 
product is usually higlier than the competitive price. Hence there 
takes place a transfer of purchasing power from the buyers of these 
goods to the monopolists. — a transfer in most cases from poorer groups 
to rich entrepreneur.''. This is likely to increase the prevailing in- 
equality of incomes, — a most undesirable feature. Moreover, by 
virtue of his strategic position, the monopolist possesses the power to 
exploit labour and other factors of production, and pay lower rates 
of remuneration than they would have obtained under competitive 
conditions. 

Combinations often corrupt the liody politic to serve their own 
ends. Having vast resources at their com- 
Political corruption, • mand, they often bribe the legislators and 
judges to pass laws and to decide cases in 
their favour. 

Speculation and over-capitalisation are the special disadvantages 
of industrial combinations. Watering of capit.al is frequent and hence 
the speculative elements arc encouraged. 
Speculation and over- Trusts mat' sometimes assume so gigantic 
eapi a isa ion. problem of management becomes 

increasingly difficult and with the death of some able managers in the 
combination, the business may fail for want of capable managers.f 

Control of Monopoly: We have seen that under monopoly, 
the output is usually less than the competitive output, and the price is 
higher than the competitive price. The community would gain if the 
state intervenes and takes steps to remove the disadTOntages of 
monopoly. These measures may be divided into three important groups ; 


* Monopoly E. A. G. Robinson. P. J66. 
f Par Afanot’Qly Sre Book 7F, 
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— suppression of unfair practices, faxes and bounties to control the 
output of the- different industries, and control of monopoly prices. 

(a) This method aims at prohibiting the exercise of unfair practices 
which concerns usually adopt to drive out competitors. The most 
important of such practices is that of price- 
SupprMsion o£ unfair cutting.- In our country, for example, the 
competition. steamship companies have often resorted 

to destructive rate-cutting in order to drive out new competitors. 
After the new competitors are driven out, the price is again raised 
to a high level. The state may prohibit such practices by laying down 
that once prices are reduced, they should not be raised again. But 
the main defects will be that this would also prevent the concerns from 
exercising the perfectly legitimate method of experimental reduction 
in price ivith a view to developing new clientele; and that it would 
not ensure perfect competition. It is not easy to define what is an 
unfair practice. s 

(fi) Taxes and Bounties. Theoretically, this is a good method 
of removing the disadvantages of monopoly. The state may levy any 
amount of taxes on the factors of production in order to prevent ftrir 
entry into over-developed industry, and by giving adequate subsidies 
may encourage the entry of factors into an undeveloped or monopolised 
industry. The state' should apply this method in such a way that fte 
marginal net products of the factors are equal in all industries. 
Similarly, the state may ensure that there will be firms of optimum 
size in an industry by levying taxes on those firms which are of more 
than optimum size, and by giving subsidies to those firms which are 
of less than optimum size. But the main difficulty is that it is not 
possible for the state to determine either the_ marginal net products 
of the factors of production, or the optimum size of the firms, 

(c) Control of Prices. The state may try to secure that the prire 
char^ by a monopolist will be equal to the competitive price. This 
can be done by either of these two methods: 

Fixing of maximuni (i'j the state may fix the maximum rate of 

rate of profit, or maxi- ]jg distributed on the capital 

mum prices. concern, and lay down that if the actual 

profits earned are higher, the prices must be lowered. But fte main 
difficulty is that it is not easy to determine the actual amount of capitel 
invested in a concern (the capital stock may, for example, be watered) 
or the competitive or reasonable price. Moreover, this would discoura^ 
efficient mWement. (if) The state may fe maximum commodity 
prices, and maximum factor prices. But tfere are great 
difficulties in connection with this method. Theoretu^ly a dffierent 
maximum price would have to be fixed for every different type or 
quality of ffie monopolised commodity; and all ffiese prices wwld h^ve 
to be constantly raised as the technical methods of production and 
the tastes of the consumers change. 

7 
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(rf) j^nli-combitmlioii laws. In view of tlie defects of other 
methods of control, the governments have been forced to take the 
ultimate step of breaking up monopolies. The formation of combina- 
tions is definitely prohibited by laws. The U. S. A. passed the Sherman 
Anti-Tru.st law and the Clayton Act for the purpose of preventing the 
fonnation of combinations. Here again difficulties arise. The wits 
of tlie lawyer have devised steps to get round the provisions of the 
law. Moreover, while these measures ma)- prevent the formation of 
monopolies, they will not ensure perfect competition. There is no 
guarantee that these will bring into existence a large number of inde- 
pendent firms, each of the optimum size ; or they will cure the imperfec- 
tion of the market for the sale of the product. 



CHAPTER 13 


THE LAWS OP RETURN 


Tie Law of Uiminlshlng; Returns : In a previous chapter, 
■sre have seen that agricultural production obeys the law of diminishing 
Conditions of tho ^ fixed plot o£ land, 

marginal cost of production tends to increase. 
TOenever any fixed agent of production is combined with increasing 
amounts of otlier factors of production, the returns to the increasing 
factors tend to diminish; provided of course that the point of best 
combination of factors has already been reached, and that there has 
been no change in the technique of the industry. 


When a farmer tries to increase his output, he ivill have to employ 
more labour and capital to his land. The prices that he wll have to 
pay in order to secure the services of labour and capital trill depend 
on the market prices for these agents. Assuming that his demand does 
not raise the prices of these agents, he ■will have to pay at the same 
rate to the additional labour and capital that he now employs. But 
tlie product per unit of the additional agents diminishes; He is paying 
the same amount of money as before for each unit of labour, and 
capital, but he is getting smaller output from each unit of them. Hence 
his expenses of producing the additional output increase as he tries to 
expand his production. The marginal cost of production begins to 
increase. It should be noted that for some time, the average cost of 
production may not rise as much as the margintil cost of production. 
This is likely to be the case when the marginal cost is below the 
average cost. But as the former rises, it will exceed the latter, and 
then both marginal and average costs will increase. It is evident there- 
fore that a commodity will be produced under increasing cost when 
the increase in its production r^uires the services of a factor whose 
supply cannot be increased, or if it can be increased, additional units 
of this factor are inferior to those already in use. 

The Law of Increasing Returns: The law states that an 
increase in the amount of any fafaor of production irill yield a more 
than proportionate increase in the output. When an increased amount 
of a factor is used in any particular business, it may happen that 
Improvements in organisation can be made, ■which will increase the 
efficiency of the agents of production. As a result, a larger output can 
be obtained for the same outlay in cost. 
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The increase in efficiency whicli results in the larger output may 
be due to a variety of reasons. It may occur because the factors in 
. . question consist of large indivisible units. 

Causes of increasing jiie conditions of production are such 
” that investments must be made in these 

indivisible units before any output can be produced. For example, a 
machine irhich has a certain cost must be installed whether the output 
is small or large. Tlie entrepreneur is also such an indivisible unit 
When an indivisible unit of a factor has to be used, the fixed cost 
of that unit can be spread over a larger output as production increases 
in response to demand. The result will be a fall in cost per unit of 
output as more is produced. The classical example is that of a rail 
road which has to be built in a new territory. If there is to be any 
rail road at all, a minimum investment in railways, stations, rolling 
stock, etc., must be made.. In the beginning, there might not be 
enough traffic to utilise the capital represented by the way and struc- 
tures to its full capacit}'. But as the territory is developed, traffic 
increases. The rail road can meet tliis increased demand by running 
more trains. It will have to buy additional rolling stock and hire a 
few more employees. But no additions need be made to the road bed, 
stations and the structures. These are the fixed agents of production; 
and because these fixed agents need not be increased as traffic incre^cs, 
the cost of production per unit of output continues to daline. This 
principle is in operation in almost every t);pc of business. Small manu- 
facturers are not in a position to utilise to the full ext^t 
individual piece of machinery, or every individual employee. Techmral 
experts and highly skilled employees may not be fully occupied 
tlic work they arc best fitted for. An increase in the size of the 
business will bring about a better utilisation of their services, and the 
total unit cost tvill decline. _ . . , j 

Another way in which improvements in organisation can be made 
is through increased specialisation. There arc several scales of 
specialisation arailablo to a particular industiy. Larger output will 
make possible the adoption of higher scales of specialisation, Iradmg 
to increased efficiency and falling costs. Each separate action in uie 
process of production can be performed by a factor of production 
specially adapted to that particular operation. As th^e demand for 
the products of an individual firm increases, it wull be able to use larg 
and ^pensive maebines, and the sen-ices of experts, or of highly skilled 
labour. Its marginal cost will therefore fall. . „ . „ 

These are all instances of "internal economics ,f.c., economies 
available within the firm itself as it. grows in size They are d ue to 
the better utilisation of plants, ot to greater 
specialisation within the Falling costs 

may also be due to the availahilitj’ of ‘ eternal 
economies”, as Marshall called them. These are economies 'y"** 
available to a particular firm as the industry grows in size. Fo 


External economies. 
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example, when a new firm enters a particular industry, it may enable 
all firms to produce cheaply. Machinery can be bought more cheaply 
by all of them because the industry now presents a larger market- to 
the machine-producing firms. 

It should be noted that increasing returns do not continue 
indefinitely as a firm grows in size. A time will come when the 
attempt to increMe the output after the fixed agents are fully utilised, 
will meet with diminishing returns. When the law of increasing returns 
■prevails, each firm will be able to reduce its cost by enlarging its 
output. If perfect competition exists,' it will be to its interest to do 
so. But as it increases its output, the economies of specialisation and 
large-scale production will cease to operate until any further increase 
in its size will cause costs to rise. 

The law of Constant Returns: 'When production of a 
commodity can be increased without any change in the expenses of 
production per unit of output, the commodity 
(^nditions of constant jg jjg produced under the law of 

constant returns. An increase in the employ- 
ment of the factors of production causes a constant increase in the 
returns. In order that a commodity can be produced at constant cost, 
the following conditions should be fulfilled as far as possible. First, 
the supply of raw materials required in the production of the 
» commodity must be so plentiful that an increase in its' production 
should not cause a rise in their prices. Secondly, the factors required 
in its production should be available at constant prices. Thirdly, the 
industry should be one in which the increase in its size'tvill not lead 
to greater division of labour, or more specialisation. 

Production at constant cost may also be the result of an exact 
counterbalancing of the effects of increasing; and diminishing returns. 
The economies of greater specialisation and improvements in technique 
may be exactly offset, by higher costs of obtaining raw materials, 
or of the more scarce factors. 

Conclusion: It should be noted that the three laws that we 
have discussed are mere analytical tools, whose importance will be 
apparent when we consider the different problems of the theory of 
value. But in real life, no particular industry conforms to any of 
these laws at any gpven time. The utmost that can be said is that 
agricultural production has a tendency to obey the law of diminishing 
returns. ’While there is thus a constant tendency for agricultural and 
mining products to become more costly, the processes of manufacturing 
these goods into finished products and of transporting them have been 
carried on so long under 'conditions of increasing returns. Even then 
it is very difficult to dogmatise. The growth of scientific knowledge, 
the progress of inventions, the unforeseen improvements in technique, — 
all these are modifying the course of the various industries. 
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^Eroni time immemorial all exchange operations have been carriedl 
on in some market places. In fact, the progress of industrialisation’ 
dependent on the evolution of wider and 
a pf^-pposes perfect markets. If the market for a 

commodity is extremely limited, the output 
of that commodity will also be limited. As the market vddens, and 
with it, the demand increases, its production will be stimulated. As 
Adam Smith pointed out long ago, the division of labour is limited 
by tile extent of the market. Hence the importance of a study of the 
features of a market before we start seriously to describe the theory 
of value. 


Definition of a Market; In ordinar)’ language, the term, 
'market', refers to a certain place where goods are offered for sale. 

The weekly village fair, where both sellers 
buyers throng, and conduct their various 
economic theory? transactions leisurely and noisily, is the best' 


illustration of a market of ordinary speech. But in economic theory, 
the term 'market', does not refer to a place or any region; rather, it 
refers to a commodity or commodities, whidi are bought and sold by 


a number of buyers and sellers. For example, when we speak in 
Economics of the wheat market, we do not refer to the particular place 
where wheat is bought or sold. Similarly, the stock exchange market 
refers, not to any definite place, but simply to the fact that shares 
are freely bought and sold at competitive prices. 'The criterion b)' which 
to judge the existence of a market is tiie prevalence of one price at 
any given time. The commodity is bought and sold at one price 
within a market. If there are two prices for a. commodity, there will 


be two markets existing simultaneously. 


An economic market may be classified in two ways: — according 
to space, or according to time. The area of a market depends pn the 
nature of competition. If competition is 
Dassification according world-wide, the market will be international; 
to space. jj nation-wide, the market will be 

national; if it is local, the market will be local. Hence markets may 
be international, national or local. Gold and silver are examples of 
commodities that possess an international market; while at tlie other 
end of the scale come the extremely perishable articles, like milk, fresh 
vegetables whose market is generally local. 
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A market may also be classified Tvith regard to the period of time 
which is under consideration. If the period is short, say, for a day 
.. only, the supply of a commodity at the 
to time command of the sellers is -fixed {or the time 
being, and tlie price will be influenced mainly 
by the forces of demand. If the period is longer, the supply will be 
influenced by the cost of producing additional output; and the prer 
dominant influence on value will be the forces of supply. Marshall 
divides markets into four classes on the basis of the period of time: — 
short period, moderately long period, long period, and secular period. 
The importance of this classification will be treated in a subsequent 
cliapter. 

.Conditions for a wide market: The general tendency in the 
modem world is for widening the markets for a commodity. The 
. present industrial revolution has been made 

Factors m.aking lor a possible by the opening out of wide markets, 
wi c mar .c . industrial revolution, in its return, 

is giving rise to factors whiqh arc causing an extension of markets. 
For c.\amplc, the use of railways, telegraphs, telephones, etc., is tending 
to make the whole civilised world almost as one market. Nevertheless 
there arc some special factors which explain why some commodities 
have world-wide markets, while others have a local market. The 
conditions which make for a wide market for a commodity arc the 
following: — •* 

(a) Universal, or very wide demand. Clearly the larger the 
demand, tlie wider must be the market for a commodity. 

(b) Portability. The commodities must be durable and portable, 
i.e., they must possess large value in small bulk. Gold and silver are 
examples of commodities which arc durable and have considerable value 
in small bulk, .ind hence possess wide markets. While bricks have 
small value in proportion to their bulk and cannot therefore be carried 
to a long distance. Hence their market is confined to local areas. 
Fresh vegetables arc not durable, and hence their market is also limited. 

(c) Suilabilily ]or sain filing. If exact samples of the commodity 
can be sent to purchasers at a distance, they can buy it, confident that 
it will come upto a given standard. If the commodity is such that 
its samples cannot be taken, then the purchaser must be on the spot 
to buy it. The market for it will be small in area. Whereas, if 
samples could be sent, it could bought and sold over a wider area. > 

(d) Suilabilily for grading. If, further, the commodity could 
be graded, i.c., if the standards of quality are fixed by a competent 
authority, then the purchaser could buy without even seeing the 
samples. Hence the commodity could be exchanged over a far wide 
area. For example, the quality of coal produced in India is certified 
as first class coal, second class coal, etc., by the Coal Grading Board ; 
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and the purchaser in the far east could send orders for first class coal, 
ivithout seeing the sample. 

The more a commodity satisfies these features, the wider will be 
its market. The best examples of commodities possessing an almost 
, r international market are furnished by the 

and SlvTr precious metals and stock exchange securities 

of international reputation. The precious 
metals are demanded everywhere, and they are also easily cognisable, 
portable, and extremely durable. Hence they, are sold and bought all 
over the world. The market jar cotton, wheat, iron, copper, etc., is also, 
to some extent, world-wide. As important raw materials of industiy, 
they are in demand in everj' country. They 
cottm wheat, suitably graded and sampled ; and 

' • though they possess less value in proportion 

to their volume, they are yet portable. Hence their markets are highly 
organised. 

On the other side' come such articles as jresh vegetables, milk, etc. 
Though they are in general demand, yet they are extremely 

perishable, and bulky. And so they 

The market for perish- cannot be carried over to long distances, 

able and bulky articles. Sampling and grading are alio difficult. 

Hence they have only a limited local market. 

Perfect and Imperfect markets: Markets have also been 
classified on the basis of the degree of competition prevailing in 
the market. Competition in a market will be perfect, if all the buyers 
know the prices charged by the different sellers, and if they always 
try to buy at the lowest prices, and lastly, if each seller is selling 
the same standardised commodity. There must also be a large number 
of sellers. In such a market, there can be but one price for any 
commodity at a particular time. If not, let 
Perfect market us suppose that the sellers are charging two 

prices for the same commodity'. Since all 
the buyers know the prices prevailing in the market, they will all go 
to those sellers who are charging lower prices. If these sellers control 
a large portion of the total supply, the other sellers will then be forced 
to lower their price to the level charged by the former. If, on the 
other hand, the sellers offering to sell at the lower price control a 
small supply, competition among buyers will induce tliem to raise the 
price to the level at whicli other sellers ■will sell. Hence under perfect 
competition, there can be only one price for a commodity at a given 
time. 

Competition will be imperfect in a market if the buyers do not 
know the prices charged by the different sellers, and either because 
of this ignorance or inertia, or costs of trans- 
imperfect market port, do not try to buy in tlie cheapest 
market. It 'will also be imperfect if the 
buyers believe that there are differences (real or supposed) in the 
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qualities of tlie commodities sold by the different sellers. Or if there 
are only a few sellers of a commodity, cacli selling a substantial part 
of the total supply, competition mil also be imperfect. In an imperfect 
market, the sellers may charge more than one price for a commodity 
to the different buyers. In subsequent chapters, we shall first examine 
the principles which determine the value of a commodity when com- 
petition is perfect in the market, and then study imperfect competition. 



CHAPTER 15 


VALUE UNDER PERFECT COMPETITION 


In this chapter and in four subsequent chapters, ^s'c shall assume 
the existence of perfectly coinpclitive conditions in the market for a. 

' conimoditj'. Wc know airc.tdy that in order. 

Conditions of perfect competition may be perfect, the following 

competition. conditions must be fulfilled. First, tlie com- 

modity must be sold by a large number of buyers and sellers, so that 
no buyer or seller can influence the market price by his. independent 
action. An example will make the point clear. Suppose there arc 
about 1,000 sellers of a commodity, each selling 20 units. The total 
supply is 20.000 units. If a seller increases his output by (say) S per 
cent, the total supply will be increased by only one unit. Ih the place 
of 20,000 units previously sold, 20,001 units have now to be disposed 
of. This will not affect the market price of the commodity. Of 
course, this does not mean that if all the sellers decide simultaneously 
to sell more of the commodity, the price would not be affected. No 
one of them can, by his independent action, affect the price. Secondly, 
each seller should sell the same commodity in the market, and 
differences in the quality of the commodities sold should be absent. 

. Brookebond’s tea and -Lipton’s tea cannot be grouped as one com- 
modit)’. On^account of the c.xistcncc of differences in quality, there 
may be no competition between these two products. lastly, each 
buyer kmows the prices cliargcd by different sellers in the market, 
and tries to buy from the cheapest market. It follows that as each 
buyer wants to buy at the lowest price possible, any seller can attrart 
all buyers to himself by slightly lowering the price below that oi ms 
rivals. Gjnvcrscly, if he charges a slightly higher price he will not 
be able to find any buyer. In technical lan^^agc, this means that to 
each seller, the demand for his commodity is infinitely elastic within 
a small range on each side of the market price. 

Under perfect competition, the price of a commodity will be such 
as to equate its demand and supply. Before stating how tlie interac- 
tion of the forces of demand and supply fix(» 
Assumptions. tl’c vahtc of a thing, ft is necessary, in order 

not to make matters unnecessarily compIic.-itcd, 
to assume a few hypotheses. Wc assume that the sum spent for a 
commodity forms only a vety" small part of the total income of an 
individuaf, so that the marginal utillfy of money remains the same 
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to him throughout the period of time. Similarly, we must also assume 
that the utility of money to the sellers 

(a) Marginal utility of throughout is also constant. This assump- 

money is cons n , justifiable with regard to most of the 

commodities with which we are concerned in our everyday market 
dealings. The exceptions are generally small and can he neglected. 

Lastly, we must assume a definite period of 

(b) A definite period (.jme in which to examine the working of the 

“ forces of demand and supply. The import- 

ance of paying attention to the time element in the theory of value 
tvill be treated in a subsequent chapter. 

Now in a market during a period of time, tliere is a demand price 
for each unit of the commodity, the price at which each parti- 
cular unit will find a buyer. And as more 

Demand price. and more units of the commodity are placed 

on the market, the deinand price for the 
additional units diminishes in accordance with the law of demand. By 
what degree the price will fall depends on the elasticity of demand 
for it. 

Similarly, for each unit, there is a supply price, i.e., a price at 
rvhich the sellers would be willing to sell that unit. If the actual 
price is less than this amount, the seller would 
Supply price. refuse to sell. As more and more units are 
demanded, the supply price of additional units 
will either rise or fall, according to the elasticity of supply, i.e., 
according to whether the commodity obeys the law of diminishing 
returns or increasing returns. 

Now suppose tv'o lists of demand price and. supply price are made 
out for tea. 


At the following price 
Rs. 3/- 
Rs, 2/8/- 
Rs. 2/- 
Re. 1/8/- 
Re. 1/- 


Buyer will buy 
. . 10,000 lbs. 

. . 12,000 „ 

. . 15,000 „ 

.. 20,000 „ 

.. 27,000 „ 


Sellers will sell 

23.000 lbs. 

18.000 „ 

15.000 „ 

11.000 „ 
8,000 „ 


• By examining tlie two lists, we find tliat when the price of tea 
is Rs. 2 per lb., consumers are willing to buy 15,000 lbs., while sellers 
are ivilling to sell exactly tliat amount. 

Equilibrium price. Hence the price will ultimately settle at this 

figure. It will be the equilibrium price. For 
if the price of tea is fixed at this figure, both the amount demanded 
and the amount offered for sale will be equal, and there ivill be no 
tendency either for the supply to increase or decrease. If the price 
of tea were higher than this, say Rs. 2/8, 18,000 lbs. will be offered 
for sale, while consumers will buy only 1,2000 lbs. Hence the ^sellers 
will remain in possession of an excess supply of 6,000 lbs. and if they 
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are to sell it, they must lower the price. Similarly, if the price is 
below Ks. 2, say. Re. 1/8, the sellers will offer only 11,000 lbs., while 
the consumers ask for 20,000 lbs. There wll be a group of 
buyers anxious to buy at that price, and as a result, the price must 
move up if the sellers are to be induced to supply more tea. Hence 
the price (Rs. 2) is the true equilibrium price, since it would fully 
.equate demand and supply. Temporarily, owing perhaps to the 
intensity of desire on the part of some consumers, tlie price may 
move on; or owing to the fact that some sellers are in urgent need 
of money, the price may go down. There may be some such 
temporary oscillations of the price. But if equilibrium between demand 
and supply is to be maintained, the price must remain at that figure. 

Suppose that there is a disturbance from this position of 
equilibrium. That is, the price of tea in that market has risen above 
Rs. 2/. At once there will be set in motion forces which will tend 
to bring the position back to equilibrium, ».e., back to the equilibrium 
price. The sellers will offer more pounds of tea than the buj'ers are 
•willing to purchase. And there will follow a period of reduced sales, 
unsold stocks, and lastly, fall of prices again to tlie old level. In this 
way, the equilibrium of the demand and the supply prices will determine 
the value of a commodity. 

In fig 7, tlie curve DD' represents the demand for tlie commodi^’ 
{tea) ; and SS' represents the supply cun’e for the commodity. The 



two curves intersect eacli other at P. PP' therefore measures the 
equilibrium price at whicli buyers will be willing to purchase OP' 
amount of tea and sellers will also sell OP' amount. If the actual 
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price is equal to QM, then from demand curve, we know buyers will 
purchase at that price only OM amount of tea, whereas sellers will be 
willing to sell OM' amount. The anxiety .of the sellers to sell will 
drive the price doum again to PP', the true equilibrium price. 

Tliis Js_ the theoiy of value in the broadest outline. To get a 
more realistic idea, we must pay regard to the elasticities of demand 
,, , , ... and supply of the article. The higher the 

of elasticity production, the greater the limitation 

in supply, the higher will be its value. But 
how much higher it will depend on the elasticity of dematid. If the 
demand is elastic, a decrease in the supply of that article will not drive 
the price very much higher. IVliile if the demand is inelastic, restric- 
tion of supply will drive the price to a very high level. Similarly, if 
the demand for an article increases, the price of the article will go up, 
if its supply is inelastic, or if it obeys the 

And of supply. law of diminishing returns. But if the supply 

is elastic, or if the industry obeys the law of 
increasing returns, tlie price may ultimately fall, as the increased output 
that will be produced to meet the increased demand may cause a 
lowering of costs. 

We have stated that value is dependent on demand and supply. 
But demand and supply are also dependent on value. If the t'alue rises, 
demand rvill fall off and supply will increase. 
sU^?“'n.u“ affect Th“s there is a mutual causation between 

each other. value, demand and supply. If any one of 

these changes, the position of the other hvo 
will at once be affected. Demand and supply are not the causes of 
value. Rather they are viutiially inter-related. This inter-relation 
behveen value, demand and supply should be carefully borne in mind. 
Neither can be said to exercise a superior influence, though it may 
be useful to concentrate our attention on one of them in special cases. 

Value of non-reproducible articles; So far we have been 
considering the values of things whose supply can be adjusted to 
demand. But there are some commodities 
» non-r^roduc- whose supply is absolutely limited. Great 
more h? *mand ' art, like a picture by Rapluel, are 

examples of such non-reproducible goods. 
How is tlacir value determined? This will require no new principle. 
Value is always determined by the equilibrium of demand and supply. 
In the case of other articles, the supply on the market for the time 
being is not supply for. all time. Since they are reproducible articles, 
their supply can be augmented. But in the case of non-reproducible 
articles, supply cannot be increased, however high may be the demand 
price. Value in their case will be determined by the interaction of 
the supply in hand and the demand for them. Here the influence 
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of demand is predominant. If a rich American with a fancy for 
collecting rare works of art, happens to pass by the market where 
such articles are being sold, the price may, owing to his bidding, rise 
up to lei'els undreamt of by the original makers of that article. Though 
demand thus exercises the predominant influence, supply has still some 
say in the matter. For had the supply of that work of art been more 
plentiful, the value would not have risen so much. Thus only because 
the supply is extremely limited that the price is very high. The only 
peculiarity in such cases is that the supply is not limited by the cost 
of production, but rather by the subjective valuation put upon them 
by the owners of these articles. That is, the iist of supply prices is 
made up, not of the marginal costs of production, but of tte degrees 
of sentimental values attached to them by the owners. This is repre- 
sented in Fig. 8. There is a fixed supply of a commodity OS, DD' 
represents the demand curve. When demand conditions are repre- 
sented by DD', the fixed supply OS will be sold at the price PS. If, 
however, demand increases to dd', the price will rise to p's. 



Demand: Value is determined by the equilibrium of the 

forces of demand and supply. Price will be such as will make the 
demand and supply of a commodity equal. 

Utaity lies behind But Ae demand and the supply curves are 
demand, uot the wlliwate influences determining value. 

They are merely proximate influences. Behind the demand curve, and 
shaping the demand curve lies the influence of utiUty: and behind the 
supply curve lies the more fundamental factor, cost of production. 
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We have also seen that value is influenced, not by the total utility, 
l3ut by the marginal utility of the commodity. It is the utility of one 
unit ,more or less, which determines value. 

m cfSSritUity 'ttt in! 

fiuences value. valuable than water. The utility of one unit 

more or less of water is almost negligible. 
While though gold is an essential article, the utility of one unit of gold 
more or less, to be added to or taken away from one’s possession, is 
very great. Gold is the rarer article, and one ounce more or less of 
■gold -will make a great difference. 

Supply: In earlier chapters we have studied the forces which 
influence the demand for a commodity. We shall now make a detailed 
•examination of the factors affecting the supply. 

Supply of a commodity means the total quantity of the commodity 
that sellers offer to sell at different prices from the stock of a commodity 
existing at any given time. The latter refers 
Supply and stock. to the total quantity that exists in a market, 

while the supply means that amount whidi 
the sellers are willing to sell at a particular price. Supply therefore 
means supply at a price just as demand means demand at a price. 



The amount of a commodity tliat the sellers offer for sale -varies 
■with the price that the buyers are willing to pay. When the price 
rises in the market, the sellers will be willing 
to sell larger quantities of the commodity. 

Law of supply. words, the supply will increase when 

the price is high. The opposite happens 
-when the price is low in the market. This tendency is known as the 
iaiv of supply. This law states that as the price of a commodity rises 
■or falls, its supply will tend to increase or decrease. This tendency 
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works in an opposite .direction from that indicated by the law of 
demand. 

This tendency is represented in the graph in Fig. 9. Along OX 
we measure the amount of a commodity that is offered for sale at 
different prices. The different prices are measured along OY. When 
the price is aa', sellers will offer Oa amount for sale; when the price 
rises to bb', sellers become willing to sell Ob amount and so on. The 
supply curve aV thus slopes upward. 

There are, of course, exceptions to this law. It may quite happci 
that tlie supply is more or less fixed, as in the case of a painting bj 
Raphael, and will not vary with changes in price. Or it may happer 
in exceptional cases that as the price rises, the sellers offer a smallei 
quantity for sale than before. This, it is alleged, is the expericnct 
of many employers of labour in India. The workers have a very low 
standard of living, and feel very few wants. When the employers 
offered higher money wages for their services, the workers were able 
to satisfy their meagre wants by working smaller hours or days_ in 
the month. So higher wages were followed by increased absenteeism 
from work. This means that as the prices of their services became 
higher, the workers offered .smaller services for sale. After a certain 
stage therefore, the supply curve runs downwards. But these cases 
are so few that the law of supply holds good almost in all cases. 

Elasticity of Supply. As in the case of demand, we must 
also take account of the elasticity of supply of a commodity. Elastidty 
of supply means the rate at whicit the amount of a commodity offered 
for sale -will change as a result of a change in price. The supply_ of 
different commodities responds differently to every change in price. 
When the supply of a commodity changes by a large percentage as 
the price changes a little, it is said to be elastic. The supply will be 
inelastic when a small rise or fall in price ivill not lead to any 
substantial change in supply. 

What factors determine the dasticity of supply? It tvill depend 
on tlie nature of the commodity, f.e., whether it is durable or perish- 
able. Perishable articles like milk or fish or 
Factors determining fresh vegetables are inelastic in supply over 
elasticity of supply. short periods, for these must be sold before 

they get rotten. The supply of labour is also inelastic in this sense 
over short periods as labour is an extremely perishable commodity. 
The supply of durable articles may, however, be kept back if the price 
is considered low. Hence their supply is clastic over short penods. 
Secondly, the supply of a commodity will be inelastic if the admtional 
output can only be produced at a considerably higher cost than before. 
In that case, a small rise in price may be insufficient to coyer the 
increased cost of producing the additional output. The supply may 
not Increase materially in that case. This is usually truc_ of the 
agricultural and extractive industries where the law of dimimsuing 
returns is in operation. Provided that no change in technique takes 
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place, the supply of. these. articles: is usually inelastic. Thirdly,. the 
supply of 'manufactured articles .may be elastic during short, periods 
up to the limit fixM by maximum capacity of the existing fixed plants. 
But after the maximum capacity is reached j the supply may respond 
slowly to a small rise in price. ' The more complicated the instruments 
of production and the more specialised , the -skilled labour required to 
produce a commodity, the greater will be the inelasticity of its supply. 
But the- supply of such commodities may be elastic over fairly long 
I^iods ■ when if will be possible to instal new instruments of produc- 
tion. Fourthly, the supply of a commodity will be highly elastic if.it 
is- produced under conditions . of increasing returns. If the demand 
for these commodities rises, and so the price goes up, the producers 
ivill gain very high profits as larger output will mean lower costs. . - It 
should be noted that under conditions of increasing .returns,, -the supply 
may be inelastic when the price is falling.- For the producers will try 
to maintain the same .output, knowing that any reduction in output 
unll lead to higher costs. Lastly, the supply of a commodity will 
depend to some extent on the technical conations of production. If 
the process of production is simple, requiring little fixed capital, fhd 
supply can he readily adjusted to every change in demand so that the 
effects of a crisis were not as severe as in highly industrialised countries: 
But if the production of the commodity calls for highly specialised 
equ'ijjmerit, the supply cannot be readily adjusted to demand. 


.' Importance of marginal anal;^is in Bconomics: The theqi^ 
of . value states that value is determined at ' the marffm by the general 
felatioiis of demand and supply.' A person goes, on buying a 
coiqmddit)’; he rvill stop at that 'ppint when the satisfaction that lie 
obtains, from the last unit is just equal to the price. This is die 
marshal uiiit. It has' been stated tiiat the utility of this margiiiS 
unit determines value. But that is a wrong statement. Margins are 
never the causes of value; rather margins, equally wth value, are ' 
caused and determined by the interaction of the forces of demand and 
supply. 'Where the demand and the supply curves meet, they determine 
both value and the margin at the point of intersection. "Marginal 
Uses and costs do not govern value, but are governed together laith 
value by the general relations of demand and supply."* 

The marginal unit does not, therefore, govern value. Of course 
it is true that had the marginal unit been not available the value of 
the commodity would have been different. 
Blit this is equally true of any other unit, 
since by h3'pothesis, all units are indistinguish- 
able. It is not the demand for the marginal 
unit, nor the cost of the marginal unit that 
determines value. Rather it is the total 
demand in equilibrium with the total supply that governs value. 


Margin is a point at 
which, and not by which 
value is determined. 


♦Marshall — Prinetphs of Ecoftomics, p. 410. 

8 
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Moreover; the position of the marginal unit,- as marginal, mnt, is .itself 
dependent 'on the entire- demand in-equilibrium with the entire supply. 
Suppose that a boat could only carry nine men; and it is already full. 
Now suppose a tenth man jumps on the boat and sinks it. ■ We can 
not say tiiat it is the weight of the 10th man alone that caused the 
boat -to sink.' - On the other -hand,, the .correct statement -will be that 
it is the weight of the- nine men pins that of the 10th man,, which 
caused the sinking. • Similarly, it . is . not the utility of the marginal 
unit that governs value; but it is -the demand. for the other units, plus 
the -demand for the marginal 'unit that govern value. It. is_ the entire 
demand and the entire supply- that govern - both the margin and the 
value. Margin -is a . point ' at . which and not- Jy - which value is 
determined.:- 

That does not, ' of course, m^n that the' marginal unit has no 
influence on value. Marginal unit is a part of the total supply like 
any other unit, and hence, exerts 'sawie influence. The absence of the 
marginal' unit,. .or the marginal, buyer or seller would modify ■value, 
because, the total, supply o'l* demand would then change. 

The theory of marginal analysis |s, however, important on the 
ground that margins are the focus at which tye can best study the action 
■ of forces, that determine .value. The influence 
We must go - to thq . of - the forces that , tvill cause any change in 
margin to- study the value will be mostly, felt at tlie margin, 
forces that govern value. When the .price of agricultural produce falls, 
the marginal land, i.e., the land oh which the 
Mst of production is barely covered by the price, would be the. first 
to be thrown out. Margins are thus the centre, the focus. And so 
we should always go to the mar^n, we economists, and consider 
its tvays. . , " 
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MARKET VALUE AND NORMAL VALUE 

' Market value: Market value of a thing means the value that 
prevails in the market during a short period, say a day or a week. 

In such a short period, there is no possibilitj- 
Market ralue is' deter- adjusting tile supply of a commodity to the 
mined by the relations of influences of demand. The supply is more 
short-pmod demand and or less fixed. If there is an increase in the 
demand for a commodity, there is no time 
to increase the output. Very sudden changes 
in demand will then exert an unusual influence on t^ue, be«use the 
supply for the time being is fixed. There will be a temporary 
equilibrium between the forces of demand and supply, demand gaining 
the upper hand; temporary, because the equilibrium is balanced by. 
temporary, passing forces. 

Let us take the case of an extremely perishable commodity like 
milk. As it is extremely perishable, the total quantify of milk that 
has already been brought to tlie market in a day must be sold in course 
of the da)'. There is no way of decreasing or increasing the actual 
stock in the market. The supply being thus fixed, value will depend 
predominantly on the influences of demand. If, owing to a feast, the 
demand for milk rises, the price on that day will at once jump up. 
Conversely, if demand falls, the price will at once fall. For whatever 
the state of demand, the total supply must, be sold away. The cost 
of producing milk mil have little influence on its value on that 
particular day. A temporary equilibrium will be established at which 
the total supply will be carried off. This equilibrium is not a stable 
equilibrium, for, after a period of time, either the demand or the supply 
might change. 

But though market values are governed by the interaction of demand 
and the actu^ stock on the market, yet it is also influenced, to some 
extent, by the cost of producing additional units in the future. For 
not ever}' article is extremely perishable like milk or fish. Most of 
the articles of every day use are not so perishable, and their supply 
can be held over for a certain period. Rice, wheat, etc., are suri 
articles. It is seldom that the sellms will offer all their stock of such 
commodities for sale on any one day. They will generally keep certain 
amounts of such commodities as reserves, constituting their stock. 
And if for some reason or other, the demand increases and the price 
rises, they wll decrease their stock and increase the supply on the 
market. Thus the rise of prices will be checked to some extent. 
Similarly, if. owing to a fall in demand, the price falls below the cost 
of production, they will mthdraw the supply from the market, and 
.wait for the revii^ of demand. This toU arrest, the fall in price. 
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Hence market valnes are also influenced by the probable conditions of 
future demand and future supply. - 

Though demand .is tlius the predominant influence on raiue in 
the short period, the influence of the conditions of supply, thou^ small, 
not^n^ligible. ^Marshall's 'famous example 
Though demand is pre- scissors illustrates tlus point beautifully, 

dominant, the influence of If the lower blade of the scissors is held tight 

supply should not be and the cutting is done b3*' moring the upper 

neglected. might say that the upper blade does 

the cutting. But it could not have done so, if 
the lower blade were not there. Similarh-, both the conditions of 
demand and supply determine value. One of them mat- exercise the 
predominant influence. Yet the other should not be neglected. 

Meaning of the term, “normal”: The term, 'normal’, in 
Economics means the course of action that will follow if the existing 
. . economic forces, or tire economic forces under 

Icormal is not alnays consideration, have a suSdentlv' long time 

in which to exert their full influence; mean- 
■while no new force vrill begin to modifv- the situation .It is necessary 
to be careful about the proper meaning of the term, ‘normal.’ Normal 
action alaaj'S means the natural result of a particular set of conditions. 
The particular set of conditions mat' connote certain moral principles. 
Normal action will then be moral action. But that is not always the 
easel For if the given co'hditions are far from being moral, normal 
action will not be moral action. The normal value of labour which 
is sweated, and which works under extremely^ unhealthy surroundings 
is certamly not morally justifiable. Similarly, 
Not always competitive. normal value is not aluvys competitive value. 

Only when the given set of conditions whose 
normal result we are studying are competitive, will normal value be 
competitiv'e. But when the conditions are those of a monopoly, we 
would still have a normal value, but not competitive value. 

Normal value: Normal value is the value that will ultimately 
prevail if the given set of conditions gets sufficient time to exercise 
their full influence, and it, in the meantime 
How normal value is uq other change takes place. Usually normal 
determmed ? value is referred to as value in the long run. 

^Vhen the period is long enough, value will be influenced by the more 
permanent and persistent causes. The fitful and sudden diangcs_. the 
passing events will wear themselves out in course of time. It the 
period is long, tire sellers will have ample time in which to produce 
a larger or smaller, quautit)- of a commodih'. More or Iks will ^ 
placed on the market; and as the supply is changed, the_ price -will 
also change until it is equal to the cost of producing additional units. 

that point, an equilibrium will be established; the demand 
will be equal tc the supply price. Supply cannot increase hwond 
tiiat amount, for that will dnve the price further down, hdow the cost 
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ot puTdisctiori. If the price does no* cover the cost of prodtction, the 
. . , Eddftioa^ units will not be produced at all. 

- remains above the cost of pro- 
duction. the output will have a- tendencj- to 
expand. Hence the frice ■a.-ill tend to eqiicl 
the cost of troduetsor. sk the long period. The conditions of supply 
exercise the predominant iofiaence. The suppU" will stretch itself out 
unffl^t catches up demand. 

ve Konnal Value and Market Value: Though market value* is 
inSuenced oat of proportions by passing e^'cnts, it generally clusters 

’ . ^ . round the normal value. The disturbing, fitful 

j . events will pass away gradually, and the value 

rief f-rv-X ultunatelv siavitafe tonnr^ the margin 

5.xed by the more permanent causes. With 
the fluctuations in the supply and demand of a conunodity, the market 
valne will rise above the normal value at one time, or will fell below 
it at another. But normal value is the centre round which the market 
value moves. A pendulum has, a central resting place determined by 
the influence of the force of giavjtaJion. Passing events may disturb 
it; and send it to and fro from its position of eqtSibrium. But it will 
always have a tendencj* to return to the position of equilibrium. 
Xonnal value is like the level of a sea. The normal level of the sea 
is determined by the total volume of water, the depth of the bed of 
the sea, and the conformation of fee shore, etc. And though fee actual 
level is determined bj- temporary fectors, like fee tides or fee storms, 
fee sea has alwaj-s a tendencj- to seek te normal level. 

XonncI Tzlue, it sho-uld be carefully noted, is not the cverege of 
the incrkcl eeferr. It is the value that will result from the working 
out to fee full of a given set or influences. 
XonnsI -raise w cot conditions which are normal under 

one set of circumstances will not be normal 
under another set of circuinstances. Hence 
normal value will not. in general, be equal to the average of the market 
■values of several days. It is only by aeddent that it will be so. 

The element of time in the theory of -value: We are now in 
a positioa to understand the importance of fee element of time in fee 
theorj- of value: The earlier economists, not- 
iinjor^m of the tire Rjeardo, stated that value was determined 

bj- the cost of production. They did not 
denv the influence of utilitv or demand on 


■raises. 


insrKCt 


valce. 


value: utilin- was ‘'absolutely essenSal” to value, but it was not a 
measure of value. Tevons went to fee other extreme and stated feat 
■‘■value depends entire!" upon utilis-’. In a sense both were correct 
in a sense both were wrong. And feeir mistake lies in completely 
ignoring the element of time during which we -watch fee forces deter- 
mining value. If we fake a very short period, we mav- say, as an 
- approximateiy correct statement, feat value depends entirely upon 
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Utility. But this is not a strictly accurate statement. Though in' the 
short period, value is influenced primarily by the forces of demand, 
yet the present -supply also has some influence. Similarly, cost of 
production does not influence value except in the long period. Thus 
when considering the forces which govern value, we must be careful 
to state whether we want to determine value in the short period or in 
the long period. Hence the importance of the time clement in the 
theory of value. ' . 

Marshall was the first - economist to lay proper stress on the 
element of time. He made a division into four periods : — short periods 
of a day or 'a week; short periods of a fezv months or a year, long 
period of several years;, and secular periods of decades. In each 
period, value is determined by the interaction of demand on the one 
hand, and supply on the other. But in the very short period, the 
supply , will be the stock of a commodity available during that time. 
In the short period of a few months, the supply will refer to the 
amount of output that can be produced with the existing plants and 
machinery, etc. In the long period, the supply ivill mean the output 
that can be produced by building new machineries, by rearing up 
larger supplies of skilled and unskilled labour, etc. In the secular 


period, supply will refer to the output that will be produced with the 
adoption of new inventions and improvements, greater accumulation 
of capital, growth of population, etc. 

The shorter the period, the greater the influence of demand; the 
longer the period, the greater the influence of cost of production on 
t. ^ .i. • j value. The price offish, for example, on any 

thJ^4tr'4e fnCe determined by the stock of fish 

of demand. already on the market, and the demand for 

fish. If, on that day, the demand for fish 
increases, its price will rise immediately, because it would be difficult 
to increase the stock of fish sufficiently to satisfy the demand. The 
predominant influence on value is exercised by demand. But if a 
longer period of a few weeks is taken into consideration, during which 
the increase of demand continues, the resulting high prices will encourage 
the fishermen to supply a greater amount of fish to the market by 
using, to the full, existing boats and nets. Demand still exercises the 
predominant influence, though the influence of supplj' is slowly and 
gradually asserting itself. Giving to the increase in the supply of 
fish, the price will have a falling tendency. If a sufficiently long period 
elapses, newer boats will be built, more nets will be made; and the 
fishermen will try to increase their catch by working longer hours, 
and exploiting every pondi everj- river, etc.' The supply ivill increase;. 

and demand remaining the same, the price 
The-. longer tlie period, ^yjn until it becomes equal to the cost of 
the greater the influence production, i.e., the cost of catching tlie extra 
of suppy. supplies of fish. In the secular period, if 

demand remains at the high figure, more and more persons will be 
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trained up ,as fishermen, great improvements will be introduced into 
pisciculture, etc., etc., and the price will be equal to the new cost of 
production. 

It should be noted that value is determined by the relations of both 
demand and supply, and not by either demand or supply alone. 

. JMarshall’s . illurtratiqn of a pair of scissors 
Time element and • has ' already been mentioned. When one 
demand. blade of the scissors is held steady and the 

other is moved and does the cutting, vve should not say.that the.cutting 
is done - by the second blade. The other blade must be present all 
along, or the . second blade cannot do any cutting at all. Hence -value 
is governed, ■ not either by utility or . by cost of production, but by 
both. In the short period,. the forces of demand exercise the greater 
influence; while .in the long run, cost of production is the more active 
partner. ' , ' ' ' 

. Tlie total costs of a businessman can be divide ‘into two parts, 
prime' costs and supplementary coks. In the long fun, the" price 
. ..'■ inusfco-ver the totoi costs of production. But 

Time- elemmt and jjjg sj,ort period, if the demand falls off, 
mcntary'ajsts*" the producer may sell his 'output at' a price 

■ which will cover the whole of his prime costs 
and at least a part of his supplementary costs of business. Hence to 
a . manufacturer, anxious to quote a jjrice for his product during a 
falling-off - of demand, the element of time is of some importance. _ If 
he considers the decrease in demand to be temporary, he will be wiling 
to accept a lotver priqe, rather than go without any orders. But if 
the fall in demand is a long-period phenomenon, he will have to close 
do\vn his business and shift elsewhere. 

' So . long we have been considering the importance of the time 
element Trom the point of -view of the conditions of supply. But in 
order to kudy the conditions of demand also we must pay regard to 
the period of time we have in -view. The list of demand prices which 
is appropriate to a short-period market may not be suitable to long- 
period market. The demand for a commodity, especially a new com- 
modity, may be very small in the short period, but gradually over a 
long interval of time as the consumers become familiar with its 
consumption, as new uses for it open out, or as fashions turn. in 
favour . of the use of that commodity, its demand imay. rise. The 
dahahd for the radio or air travel, is a case in point* Hence there, 
are few problems in economic life, where the element of time is not 
“the source of many of the greatest difficulties.” 


' , ♦ It - should be mentioned here that Marshall thought these cases as 
exceptional; ■•‘Subject to a- few exceptions, -ive may speak of the demand for a 
commodity- as being of high or low elasticity without specifying how far we are 
looking ahead." Sec The Principles of Economics. F. 456. 



CHAPTER 17 ■■ '' .7 

COST OF PRODUCTION 

Cost of Production;" Normal value tends to.be equal to the 
cost of production of a commodity. What is cost of production? 
The expression usually refers to the money cost of production or' the 
expenses incurred by a producer in. making the commodity. -It is 
therefore equal to the sums of money that the entrepreneur^ have to 
pay in order to attract the different factors of production into their 
business. It includes (a) the price of the raw materials, (6) wages 
of the labourers, (c) interest on capital invested in the business, 
(d) depreciation on account of the wear and tear of the buildings, 
machinery and other capital goods, (e) the normal earnings of manage- 
ment ,and (/) the other trade expenses, (e.g., the marketing, advertising 
expenses, etc.). - . • 

In deciding the question whether to sell a commodity at its present 
price or not, the entrepreneur takes into account not the aggregate 
cost of production, but the marginal cost of 
Marginal cost of pro- producing the commodity. The marginal 

auction. production means the cost of producing 

a unit more or less of a commodity. Suppose when 10 units of a 
commodity are produced the total cost is Rs. 100; when 11 units are 
produced, the total cost is Rs. 109. Tlie difference between these two 
total costs measures the marginal cost of producing the 11th unit. In 
this case, it is equal to Rs. 9. So long as the cost of producing , the 
additional unit is less than the price at which it can be sold, the producer 
will gain by producing the extra unit. He ivill stop at the point when 
the marginal cost of production is equal to the price. ' . 

It is necessary here to introduce the distinction between marginal 
. cost and the average cost of production. The average cost is deter- 
; ' mined by dividing the total costs by the total 
Selation between mar- number of units produced:’ In the example 
ginal cost and average gjyen above, the average cost will be equal to 
Rs. 10 and Rs. &-14 as when 10 and 11 units 
are produced. When more output is produced, the" average cost of 
production may remain the same, or may fall or rise. When the 
marginal cost is less than average cost, the latter will fall as more is 
produced. The average cost will rise when the marginal cost is more 
than the average cost. When the average cost and &e marginal cost 
are equal, the average cost will remain the same. This will be -evident 
from the table given below. • 
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^Frorn this table we find that upto the 13th unit, the marg^al.cost 
is less than the average cost; . So the average cost is falling even 
though the marginal cost is rising; The marginal cost; and the average 


No. of units 
produced " 

1 , 

Total 

Cost ' " 

2 ■ 

Average 
Cost V 

Marginal 

Cost 

10 " 

. ■ Rs. too. 

Rs. 10 


11 ; ■ 

'■'Rs. 107 

■ Rs. 9-11-7 


12 

Rs. 114-8 

Rs. 9-8-8 


i^fli 

Rs. 122-12 

1 ..1 ■ 

.Rs. 9-7 

^^B 


'Rs. '132-3, 

'Rs.' 9-7 ' 



-K,-' -Ra- (43167 • 


10-13 

Id 

' Rs. lSS-0 

Rs. 9-11 

Rs. 12 


cost are the sarae'.for the i4th unit. , So, the average cost remains .the 
same for .this unit as for the 13th unit. Further production, makes 
the maf^nah cost higher than the average cost, So the average cost 
is riring.from the ISth and the l6th units. 

: . , Price of a commodity, we know, tends to he equal to the marginal 
cost of production. But it may or may' not be equal to -the average 
cost, as the two may not be equal.. What is the relation between Ae 
average cost ^d price? If the price, being equal to the marginal cost, 
is. above; the average cost per unit (the marginal cost being higher than 
the latter), the entrepreneur is earning high profits -on' the average. 
He, will therefore, given perfect competition, tend to .produce .more 
of the, commodity, as ‘by doing 's6' he willb'e able to'add to' his profits. 

, ■ The output will, therefore tend to increase. 

Relation : between ave- • jfjg marginal cost 'is higher than .the 
rage cost land price. . ; , ' .average cost, the additional output will, be 
produCed'at higher average -cost than b'efdrg. .This will go on upto 
the point at whicli the producer will find' that th'e average 'cost also 
becomes equal to the price. He will not produce any more as then 
the .average costi.will be higher, than the price, and so ,his total iprofits 
will begin to decHnei,. If, however, the price.is lower than the a-verage 
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cost, the firm must bc undergoinf losses, and so will tend to cut down 
production. In equilibrium, the price must also be equal to the 
average cost under perfect competition. It is’ also equal to the 
marginal cost of production. So, under perfect competition, both the 



marginal cost and the average cost will tend to be equal to each, 
and to price. This will happen when the scale of output of each fimt 
is such that there are no further economics of large-scale production 
available to the firm (i.e., the average cost 'wll not fall) ; while the 
liiw of diminishing returns has not vet come to operate . (i.c., the 
.average cost will not rise). The size of each firm is therefore such 
that it has availed itself of all the economies of largc-sciilc production, 
while an)' further expansion beyond that point will cause the costs 
to go up. In otlier words, in equilibrium under perfect competition, 
the firms will be of the optimum sire, iind the price will be equal 
to the lowest average cost.* 

Costs and Price in relation to time. A business man's reactions 
to changes in demand in relation to the output he produces will vat)' 
to some extent on the period of time taken into consideration. Hence 
it is necessary to study the relationship of cost to time. The total 
costs of businessmen have been divided by ^larshall into bvo parts; 
prime costs and supplementary costs. 


• This diecussion assumes tlic c-xislcncc of perfect compclifi<m. The retalion- 
sliip of cost with price under imperfect cpmpetilion is diwu«'ed in Chap. ZI, 
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Supplementary costs are those permanent 'charges which every 
businessman must incur even though his business has ceased worldng 
for the time being. These are better described 
Supplementary costs. in business language as 'overhead costs’ and 

' include the salaries. of the chief officers, the 

expenses' on account of the depreciation of plants, interest on borrow^ 
capital, and ffie expenses on account of pmver, lighting, insurance and 
repairs, etc. , , . ■ 

Prime costs are those items of expenses, over' and above the -fixed 
expenses, which have to be incurred in producing a commodity. They 
include the cost of raw materials and the 
Prime costs. , wages of the ordinary labourers. . Prime costs 
, are those costs which will cease when the 

firm stops working for the time being, say, for want of orders. But 
the supplementaiy costs will continue. The latter will only cease when 
the business is finally closed down. An illustration tvill make the 
distinction clear. Suppose during a slack season, a textile mill of 
Bombay does not get orders for textiles, it will still have to meet 
the general .expenses of its office establishment. These are its- 
supplementary costs. But when it gets orders for certain amounts of 
piece-goods, it would have to buy cotton and employ extra labourers, 
especially the day labourers and those engaged on piece-work. It will 
then have also to make extra allowance on account of the wear and 
fear of the machinery. This is its prime cost. Of course, in real 
life, there is no sharp line of division between these two classes of 
costs. For, during a slack season, the firms may reduce its general 
expenses by dismissing the inefficient employees, by not (filling 
vacancies, etc. 


This distinction is, however, of great practical importance in the 
theory of value. In the long period, the price must coi;er the total 
costs of a businessman ; otherwise he would not 
In the long period, both continue to produce at a loss. Hence in the 
S'ffie^culng pricT' distinction between prime 

costs and supplementary costs has no special- . 
importance. But not so when the period is short. Usually even in 
the short-period market, the businessman -will try to sell at a price 
which covers his total costs. But that may not be always possible; 


for we have seen that value in tire short period is more influenced by- 
demand than by cost of production. If the demand for a particular 
commodity falls off during the short period a producer has two alterna- 
tives before him : he may either totally close dorvn his factory, or he- 
may sell his output at what it ivill fetch in the market. If tlie fall' 
in demand is a temporary phenomenon, he will not choose tlie first 
alternative; for once the business is closed down Wily, and all ther 
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hands dis'cliarged, it would be difficult to restart again when demand 
revives. Hence he will be willing to accept 
a lower price, which, though not covering his 
total costs, would still cover the whole of the 
prime costs and at least a part of the supple- 
mentary costs, rather than stay idle. Tliis 
will not be the case if he fears to “spoil 
llie market,” i.e., to ruin his eliance of getting a better price after- 
wards, or to incur the resentment of other producers. If the supple- 
mentary costs of a business are very large, if expensive machineries 
have been installed, a producer will accept a low price for the time 
bring, a price that will cover at least some part of the fixed expenses. 
In exceptional circumstances, the producers may accept a price that 
will barely cover the prime costs. But usually the supply price for 
short periods remains above the prime costs. 


When demand falls, ■ 
producers may sell at a 
price covering prime 
costs and a part of sup- 
plementary costs. 


This distUtclioii is also of importance a/ith regard to commodities 
which arc joint products. There is usually some supplementary cost 
of producing the joint products, like wool 
Joint products and sup- mutton there are. also some prime costs 

plcmcntary costs. involved in preparing wool and mutton for 

their separate markets. The price of wool and of mutton must at least 
coyer the prime or separate costs. But the price of each will, except 
in exceptional circumstances, be above these costs and must cover some 
part of the supplementary costs. The major portion of tlie supple- 
mentary costs will be charged to the price of that article for which 
demand is more inelastic, or less elastic, wliile the other commodity 
will bear a smaller portion of tlic joint costs. Or, certain goods niay 
be used as a means of advertising others, and will be charged with 
a smaller part of the joint costs. 

Real cost and Opportunity cost; We have so long been 
discussing tfie money costs of production. Economists have tried 
to probe behind tlic money cost. Utility or 
Wl«l arc the ultimate jIjj preferences of the consumers lie behind 

mrrcennnd'? demand cuwc. But what lies behind the 

costs correspond ? 

ultimate costs which lie behind the money costs of production? 
Following the classical economists, Marshall thought that money costs 
represented real costs of productiojit i.e., the sum of the elTorts of 
working and the sacrifice involved in saving or waiting. The real 
costs- of producing a commodity are to be measured by the eflForts and 
exertions undergone by the labourers and the entrepreneurs and ^ tbe 
sacrifice which the capitalist classes have made to save the requisite 
amounts of capital. 

That a great part'of work is painful and disagreeable is beyond 
dispute. -That saving-de'notes the sacrifice of the present consumption 
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is also admitted. But wliat is the proper relation behveen money 
costs and real 'costs? Suppose work becomes less disagreeable and 

. . more pleasing, would 'the rate of wages fall 

Cntrasm of the doc- ,down?, Certainly not. Moreover, not all kinds 
rinc o rea cos . involve pain. The most highly paid 

work is generally enjoyable. Hence it is idle to say that value is in 
part a compensation for any real cost in labour, Moreover, there is 
no standard ‘by which we can equate the real cost of labour tvith the 
real cost of saving. How the painful effort of the labourer and the 
sacrifice of the saver are to be measured so that we can be sure that 
one rupee worth of interest is the reward of a sacrifice equal in real 
cost to the' effort of which one rupee worth of wages is the reward? 
The doctrine of real cost would thus ‘lead us into a quagmire of 
unreality and dubious hypothesis.’* 

But if money costs do not represent pains and sacrifices, how are 
they fixed? The cost of a bttsiness are those payments which must 
he made to the different factors of pro- 
Meaning of opporto- duction in order to attract them into that 
^ ■ business from other lines of production. Our 

means are short and limited. Hence if we arc to employ a certain 
amount of each of the factors of production in one business, that 
means that other businesses would be deprived of their sendees. 
And in order to attract the factors to any line of business, we must 
offer them at least as much as they would have got in other occupa- 
tions. The sum of these offers is the cost of production of the present 
business unit. This is, in short, the underlying idea beneath the 
theory of opportunity cost. 

Thus what labour would get in one employment would depend 
on what it can get elsewhere. What rates of interest capital would be 
entitled to get in this industry would depend 
Money costs represent ggn ggj elsewhere. What the 

emplo^uits! ^ entrepreneurs can get as their normal earnings 

of management would depend on what they 
can obtain as salaries when employed as managers by the joint-stock 
organisations. In this way, the cost is the cost of 'displaced alter- 
natives’. The cost of producing a thing would be determined by the 
value of the thing that has not been made, but could have been made 
by the displaced factors of production. The unborn is the cost of the 
horn. 

Similarly, the utility of one thing to a person will depend upon 
other things that he will have to surrender. Our desires are long 
and unlimited, but life is short, and so also our means. Hence Ae 
enjoyment of one sort of pleasure means the foregoitig of'iome other 
pleasures. Man’s life in its economic aspect is thus a 'continuous 


♦Henderson. Supply and Demand. P. 164. 
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tragedy. The cost of- obtaining a thing , is therefore what ■ must be 
surrendered in order to get it. The cost of a few hours of work is 
the leisure that we would have to forego. 

Such is then the doctrine of opportunity cost. “The real cost 
/of anything is the curtailment of the supply of other useful things 
which the production of that particular thing entails.” Cost tend to 
equal the payments that the factors of production would have got in 
alternative employments. Now this means that the supply of the 
factors is fixed, which is of course a fact; for economic science deals 
with scarce means. But it has been argued that where the supply is 
variable, the doctrine of real coat could provide a satisfactorj’ explana- 
tion of cost.* But even if the supply is variable, the concept of 
opportunity cost holds good. ‘Variation in the supply of land in 
production are accompanied by changes in the supply of land put to 
■consumption uses.’* • 


♦Edgcwortli. Papers relating to- Palilical Eeonamy. Vol. Ill, P. S5 
Also Robertson. Economic Fragments. P. 2t. 

t Robins. "Certain aspects of the theory of costs. Economic Journal, 
March 1934, P. 24. 



CHAPTER 18 

CHANGES IN DEMAND AND COST 

We pass on to a consideration of the eflFects of changing conditions 
upon the values of different products. We proceeded so long on the 
Implicit assumption that the conditions of demand for a commodity 
remain stable over the given period under consideration, and that as 
the supply increases or decreases, the cost of production per unit 
remains the same. We must now remove these assumptions, and study 
the effects of chaises in demand upon 'prices and the relation between 
varying costs and value. , ' 

Increase of Demand: The demand for a commodity may 
increase or decrease during a given period. At the outset, we must 
however be clear about the meaning of the expression “increase or 
decrease of demand." The phrase, “increase of demand" may be used 
in two different senses. First, it may refer to the fact that demand 
at a low price is greater tlian that at a high price, while the demand 
at the old price has remained unchanged. Thus if, owing to some 
changes in the conditions of supply, the price falls &e amount demanded 
will increase. In this case, the demand schedule has not changed. 
Because of the fall of prices, there has been an increase in the amount 
demanded. Secondly, it may mean that the amount demanded has 
increased at the same price. This may be due to some changes in the 
tastes, fashions or customs. In this case, the entire demand schedule 
has been changed in the upward direction. ' 

This is represented graphically in Fig. 11. As usual, OY 
measures the price of the commodity, and OX, the amount demanded 
at different prices. The original demand curve is DD'; it shows the 
different amounts that buyers will purchase at different prices. When 
we say that demand has increased, the entire demand curve is shifted 
up^vards, and the new curve trill be dd', because in this case, buyers 
are willing to pay higher prices (measured by the differences between 
the two curves, DD' and dd') for all quantities of the commodify. 

Changes of Demand in the short period: In the short period, 
the supply of an article is fixed for Ihe time being. Hence if the 
demand for an article increases in’ the short period, its value must 
rise. But if its supply can be increased to some extent, its value will 
still rise, though not to the previous high figure. As the period 
under consideration is short, the factors of production that are neces- 
sary for producing that commodity cannot be attracted into that industry 
within such a short period of time. The sellers will, however, try to 
bring about an increase in supply by depleting their normal stocks. 
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by tr^ng' to get more out of the existing plants, speeding up the 
present productive organisation. That may mean some increase in 
the supply of that article. But even this increase will fail to satisfy 
the increase in demand. Hence its price will rise in the short perioi 
Conversely, if the demand falls in the short period, the price will fall. 



If the period is long enough, the supply of the article will tend 
to. increase. After working the e.\isting productive machineries to the 
full,, entrepreneurs will try to expand their business. More factors of 
production will be attracted into that industry from others; larger 
amounts of capital will be invested; better and improved types of 
machineries . will be adopted. . As a result, the output . will increase. 
And .if the commodity be one whose production obeys tlie law of 
diminishing returns, the increased output will result in higher cost of 
production per unit' . Hence its price will rise in tlie long period. 
Blit if the production of that commodify obeys the law -of increasing 
returns, the increased output will mean lower .costs per unit, and hriice 
the. price will fall in the long period. Thus if tliq increase in demand 
persists in the long period, the price will rise, if the commodify be 
subject to the law of diminishing returns ; , and it iWlI fall, if if .'obeys 
the law of increasing returns. The converse happens if the demand 
decreases in the long period. The value of a- commodity subject to 
fhe law of diminishing returns will fall : while that obeying the law 
of increasing returns will rise, but not to the former . level. For the 
external economies that were obtained when the output was greater 
'would not be altogether lost when the output became less; arid the 
cost of production per unit would not rise upto the old level, but 
would he slightly less.' ' 
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Hence we can see that if fte consumption of wheat increases, the 
price of wheat will rise in the short period. It wiil also remain at 
a higher figure in the long period, for the production of wheat obeys 
the law of diminishing returns. But in case of steel manufacture^ 
though the price rises in the short period, it will fall in the long periM: 
for &e production of steel manufectures obeys the law of increasing 
returns. 

Changes in Supply and Cost: One of the important factors 
influencing value is cost of production. Noiv the cost of production 
per unit of output may be untform throughout, whatever the volume 
of output Or it may change with either increase or decrease in the 
scale of production. The cost per unit may increase with every 
increase in output; it may also decrease as production increasea In 
the first case, the. industry is subject to the law irf constant returns; 
in the second, to the law of diminishing returns; in the third, to the 
law of increasing returns. IVbat is the relationship of these laws of 
return to the tlieory of value? It should he noted here that through- 
out this chapter, only the forces i ' ' ’ 'in the long period 

mil be taken into considerelion. 



Value and the Law of constant returns: If the commodity 
whose value is under consideration obeys the law of constant returns, 
then whatever the volume of output, the 
Value is e(iual to tost cost per uBit will he the same. The price 
f of the cororoodity will then be equal to the 

ky eataao. production of any unit, and the actual 

volume of output will he determined by the in^ences of demand. As 
demand increases, at first the price vdll rise. The supply i^ll increare, 
until the price will again be cQual to flie cost of production.^ If the 
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'demand falls off, the supply will decrease. Thus equilibrium will be 
vestablislied at that level of price where it is equal to the cost of pro- 
<duction, and where the demand at that price will be fully satisfied. 

The law is illustrated in Fig. 12. DD' is the demand curve for 
any commodity. SS' is the supply curve, since cost per unit is tlie 
same, whether OA or OB or OC amount is produced, the SS' cun-e 
is a straight line parallel to OX, the distance between them depending 
■on the amount of cost. The two curves intersect eacli other at b; tlie 
price will be then equal to hB, and OB amount will be produced. If 
■the actual price is equal to (say) flA, sellers will be getting very high 
profits. Output will expand, price will fall. Conversely, if the actual 
price is less than 6B, i.c., equal to cC, then cost will be higher than 
price and sellers will be unable to sell at a profit. Output will contract 
amtil the price becomes equal to bB. 



"Value and the La'w of Diminishing Betums: When a 
commodity obeys the law of diminishing returns, the cost per unit will 
increase as the output increases. The price 
must be such as will cover the cost of pro- 
ducing the most expensive unit that is 
demanded. Let us take a concrete case. 
Everyone knows that the cost of producing 
■coal from the differmt coal mines varies enormously. In the mines 
•which are richer, and better situated, the cost is low; while in the 
poorer and less favourably situated mines, the cost is high. The theory 
■states that value in the long period equals the marginal cost of pro- 
■Suction. Now what do we mean by tlie marginal cost of production ? 


When cost rises with 
Increase of output mar^- 
oal cost means the highest 
■cost. 
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Is it the cost of working the.rich^ mines; or of the poorer mines, 
or an. average of the. costs of all the mines? Qearly if value 
is equal to the cost on the superior mines, the inferior mines 
would not be worked at all. For no business can continue producing 
at a loss for a long time. If these inferior mines are to be ivorked 
at all, the price must cover the costs on these mines. Thus it is the 
cost of production on the 'marginal mines,' (i.e., those which 'are just 
profitable to- work), to which value will tend to gravitate in the long 
period. The margin will shift badnvards or forwards as the demand 
increases or decreases. The concerns which remain above the margin 
get the prevailing price; and as their cost, by hypothesis, is lower, 
they reap an extra profit which is of the nature of rent. Just as 
there is an extensive margin, so also there is an intensive margin in 
every coal mine. The first few doses of labour and capital as applied 
to the (say) superior coal mines will yield coal whose cost is below 
the price. Lured by profits thus made, the producers will go on 
applying .additional doses of labour and capital; output increases, and 
with it cost goes on increasing until on the last unit of coal produced, 
the outlay and price are equal. On every land, every mine, etc., there 
is an intensive marmn, when the cost of the last unit of ou^ut is 
equal to the price. Hence when an industry is subject to the law of 
diminishing returns, the marginal cost of production is the cost of produc- 
ing tfie last or the most expensive unit of output in every firm, and 
value will tend to equal tiiis in the long nm. 

• Let the amount of output be measured along OX, and the cost per 
•unit along OY. The curve SS' will represent diminishing returns. 
This ’ intersects the demand curve DD’ at P'. PTB tvill be the 
equilibrium price. If the price settles at any other point, e.g., AA', 
•demand price tvill be higher than the supply price, and so the output 
will tend to increase. The area PSP' measures the amount of rent 
(see the Chap, on Rent). 


Value and the Law of Increasing Returns.*: 'When a 
conunodity obeys the law of increasing returns, how are we to deter- 
mine its narginal cost of production? Is it 
Difficulties of deter- ggjj. pf most efficient firm, or the 

XkSeSiS average cort of the industry as a -"[Me? It 

cannot be the cost of the most effiaent firm; 
for its expenses of production are the lowest and if price is equal to 
this low figure, the less efficient firms will be driven out of production, 
and the best firm tvill acquire a monopoly of the whole market. Sutffi 
a thing occurs frequently in actual life. But when it happens, it is 
a case of monopoly, and value will then be determined by difiFerent 
principles. But since we assume perfect competition, the price 
must be higher than the cost of the best firm. Also it carmot 


* See Ch. 13 for the discussion of. cases where I. E. is possible . 
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be the cost of the least .efficient or the highest cost firm, for 
the marginal firm is not earning any profit at all, or it may actually 
be run at a loss. But in the long period, value must cover the 
normal profit. Hence the marginal cost of production that equals 
value in the long run cannot be the cost of the least . efficient firm. 
It cannot be equal to the average costs, for it is very difficult to know 
the averse costs of a great number of firms producing under a variety 
of conditions. Moreover, the marginal cost of production may be 
taken to mean the cost of producing the last unit of output ffiat is 
produced. But clearly value cannot be equal to this cost; for, owing 
to the operation of the law of increasing returns, as the cost decreases 
with every increase in output, the cost of the last unit is the lowest 
cost. The other units are produced at higher costs. And if value 
is equal to the lowest cost in the long run, the other units will have 
to be sold at a loss. But such cannot be the case in the long run. 
Lastly, we have stated in the previous section that the marginal cost 
of production, in the case of a commodity produced under conditions 
of diminishing returns, is the cost of producing the last or the most 
expensive unit in every firm. In every firm, there is either an extenr 
sive or an intensive margin - where ffie cost of producing tlie last unit 
is equal to its value. Hence we can take up any firm, and study its 
cost of production per unit to know the marpni cost of production.' 
But such is not the case when the industry is subject to the law of 
increasing returns. Though -when the whole industry is in equili- 
brium with demand, the individual firms composing it may not be 
in equilibrium. Some firms, especially the young ones, rvill be rising 
steadily; others, like the old firms, will be decaying. The young 
businessman, when starting a firm, may be actually undergoing losses. 
But he will still struggle on, in the expectation that he is making 
good and slowly gaining a footing. Gradually, if he is abler, he will 
manage, to get loans, go on expanding his business, until he will reach 
the summit of his powers. As he becomes old, his business is likely 
to decay. Thus the different firms of an industry may be rising or" 
falling simultaneously when the industry is progressing; "as the leaves 
of a tree grow to maturity, reach equilibrium, and decay many times, 
while the tree is steadily grooving upivards year by year.”* Hence 
by taking up any firm at random, we cannot always find the normal 
cost of production of the industry. 

There is also another reason why it is not useful to "regard the 
conditions of supply by an individual producer as typical of those which 
govern the general supply in a market.”f In industries which ob^ 
the law of increasing returns, supplementary costs are likdy to be 
relatively a large proportion of the total cost. Their production 


* Marshall. Principles of Economics. P. 457. 
fibid. P. .459. 
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requires a large investment in machineries, building, etc. Owing to • 
the hdstence of such large overhead costs. 
The history of an 'in- becomes difficult to adjust the business to 
dividual firm cannot be the fluctuations of demand. When business 

made into the history or is slack, the producers, fearing to ‘spoil’ the 

the industry. market, act cautiously and do not quickly 

correct the maladjustment. Conversely, 

■when demand increases, tlie large investment of capital that is required 
to start a firm retards entry into the industry .And so the producers 
reap a large quasi-rent. There are always great variations in the costs 
of production of the different firms. Thus "the history of the indi- 
vidual firms cannot he made into' the history of an industry.” 
Therefore in order to know the marginal cost of production of the 
industry, relative to an aggregate scale of output, we must go to the 
representative firm. It is the marginal cost of production of the 
representative firm to which value tends to gravitate in the long run. 

Kepresentative Firm: The concept of representative firm has 
been introduced by Marshall to find a solution for the difficulties of 
determining the normal value of commodifies 
Necessity of the con- vvhose production obeys the law of increasing 
of the representoUve returns. Value is determined by the equili- 
brium of marginal utility and marginal cost 
of production. But the term 'marginal cost of production’, ‘has no 
significance for long periods in relation to commodifies the cost of 
production of which diminishes with a gradual increase in output”. It 
is not the cost of the best firm, nor that of the least efficient firm. 
Neither is it the cost of producing the last unit of output. Moreover, 
in case of industries obeying the law of diminishing returns, we can 
know the margin of production by studying the conditions of ony firm 
taken at random. But in the case of increasing returns, we cannot 
take any firm at random. We must go to the representative fiijo, a 
firm which represents faithfully the long period influences determining 
value in relation to an aggregate scale of output. 

/ A representafive firm is one “which has had a fairly long life 
and fair success, which is managed with normal ability, and which 
has normal access to the economies, external 
What is a representa- and internal, which belong to that aggregate 
*ive firm. , volume of production”.’" Value in the long 

Tun will tend to equal the marginal cost of production of sucli a firm. 

A price higher than this will lead to an increase in the size and the 
output of such a firm ; while a price lower than tills will tend to decrease 
them. When value settles at that figure, there is equilibrium and no 
tendency towards an increase or, decrease of the output of the industry 
as a whole. 


■"Ibid. P. 318. 
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• Is representative firm ah average firm? It’ is not an averse of 
■the existing firms. It is . a long period average firm, under conditions 
when all the present tendencies have reached 
(a) Is it average firm? a state of equiiibrium. It has been askedf 
whether it .was a "representative • plant, or 
technical production unit, or a representative business organisation," 
But it should be noted that business is an organic whole and should 
be considered as a whole. The representative firm is therefore . repre- 
sentative of every aspect of the firms of the industry, when a given 
aggregate volume of output is produced. That is the purpose o^ 
Marshall’s statement that it ‘has normal access to the economieSj external 
and internal, which belong to 'the aggregate volume oj production'. 
Again it has been asked whether the representative firm was repre- 
sentative of size, or representative of costj Though Marshall is 
inclined in some places to lay stress on size, he had clearly in mind 
the fact that it was representative of the normal cost of the industry. 
That is also the opinion of Robertson; "in my view .... it is not 
necessary to regard it as anything other than a small-scale replica of 
the supply-curve of the industry as a whole.’** 

Pigou-has a similar concept. According to him, even when the 
whole industry is in equilibrium, i.e., when the industry produces a 
given output y in response to a given demand 
Ektuilibrium firm. represented bj- a normal price p, the different ' 

firms composing the industry may not -be in 
equilibrium. Some may be rising ,while others are declining. But 
there can exist some one firm, which, when the industry is in equili- 
brium, will itself be in equilibrium, producing a regular output in 
response to the normal supply price. Such a firm he christens an 
iquilibrium firntf 

Such is then the concept of the representative firm. It has been 
vigorously criticised in recent times. We have already examined some 
of these criticisms and seen that the rcpre- 
Critidsm. sentative firm was an average of a spedal 

kind, a long-period average firm; that it . 
representated the business-as-a-whole, instead of any of its particular ' 
features. The real difficulty lies with regard to another problem. Is 
it possible that in the long run, when the industry is in equilibrium, 
there may exist some firm or firms, which are actually producing at a 
loss? If sucH a firm exists, then its costs cannot represent the long- 


t Robbins. The Representative Firm.” Economic Joumat. Sept. 1928. 
t Maxwell. "Some Marshallian Concepts.” American Economic Revino 
Dec. 1929. 

• Robertson. 'Tncreasing Returns and Representative Firm.” Economic 
Joumat. Mar. 1930. P. 89. 

■fPigou. Economic of tVetfare. 3rd Ed, P, TfiS, 
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period suppl5--price of the industry as the long period supply-price 
must include normal profit. But Robbins denies this position. In 
the long run, no entrepreneur, unless he is of sub-normal efficiency, wiU 
be producing at a loss, for in that case he will shift to other industries.. 
Equilibrium can only exist when an entrepreneur of normal efficiency 
must reap as much profit in that industry as he could have earned; 
in other lines of production. "There is no more need for its to assume: 
a representative firm, or a representative producer, than there is for 
ns to assume a representative piece of land, a- representative machine,, 
or a representative ■u'orkcr."* All factors must earn normal earnings- 
in the long period. So the producers must also earn normal profits. 
Othenvisc there will set in a tendency to shift, and equilibrium will be 
disturbed. Marshall and Pigou think otherwise. In their opinion, 
even in the long period when the whole industry is in equilibrium, 
there may exist certain firms of normal efficicnej- which arc producing 
at a loss. All that is necessary for equilibrium to exist is that the 
tendenej- to expand on the part of young firms will be offset b^' the 
opposite tendenej’ to decline on the part of the old firms. That is the, 
real purport of Marshall's analog)' of trees. Firms have a definite life 
like individuals. Like the latter, tlie former pass through the sevp 
stages of life. It is therefore not necessary for equilibrium to exist 
that a particular firm's output should be in equilibrium when the 
indu.strj' is in equilibrium. The concept of representative firm _ is 
therefore quite appropriate to a study of the long period supply price 
of an industry. 

The practical utility of the doctrine has been called in question 
Tlic representative firm is not an average of actu.il firms in the industry. 

. No firm in the business directory, says 

-oncCTt '”' '’*"*■ Robertson, can be said to represent the repre- 

■ sentative firm. It is a long-period average- 

firm when the given economic forces have reached the state of equili- 
brium : — a concept of the 'stationary state'. Hence the practical use- 
fulness of the doctrine is limited. But the researches of Chapman and* 
Ashton into the sizes of the business units in the Lancashire textile 
industr\-t have shown that "this conception is appropriate to actual 
conditions’. This has also been corroborated by Taussig from his 
experiences of the working of the Price-fixing Committee of the U. S. 
A. during the war.J 

But the more fundamental criticism which cuts at the very root 
of the doctrine is that where increasing returns prei'ail, the resulting 


*L. Robbins. "The Representative Firm.'' Eemiomic Journal, Sept. 1928. 
p. 393. 

t Jounat of the Royal Statistical Society. June, 1914. * 

t "Price-fixing as seen by a Price-fixer."' Quarterly Journal of Economies. 
Nov., 1919. 
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situation in the long period is a monopoly. The representative firm 

.... .... analysis presupposes the existence of com- 

Comnclitive .conditions ft,. 'rtT... 


arrTncomMibTe “T* P^^tive conditions in the long period. There 
increasing returns. Hence fcvoral firms whose costs greatly differ, 

the concept is useless. And it is only the costs of the representative 
firm which is equal to tlie normal supplj-- 
price relative to an aggregate output. But if the tendency 
fo_ decreasing costs continues in the long run, there trill 
exist, not several firms in that industry, but only one firm or a . 
few ■ firms. So long as it is possible for .a firm to secure more 
and more economies as it e.vpands in size, it trill go on producing 
larger and larger output to get the benefit of lower costs. If the firm 
has an early start, or if it is managed by a dashing entrepreneur, it 
will beat all its rivals by selling at lower prices, and will ultimately 
capture the whole market. The resulting situation will then be mono- 
poly. Or as a firm expands in size to aNsiil itself of the economies 
of large-scale production, it wll come to produce a large part of the 
total output in the industry. Competition will then cease to be perfect. 
Value ivill be determined as under imperfect competition.* In any 
case there is no place for the concept of representative firm in the 
theory of value. If perfect competition exists in the long run, the 
tendency to increasing returns must have _ exhausted itself. Each 
firm will then be of the optimum size, producing at the lowest average 
cost, and price will be equal to that cost. 


But this criticism postulates that each individual firm has already 
reached the state of equilibrium under perfect competition. That may 
not be the case. Marshall had in mind an imaginary situation in which 
the market was perfect, but in whicli the indiridual firms took time 
to reach the optimum size. In the long period, or quasi-long-period, 
all firms have not yet reached their equilibrium size, but the industry 
may be in equilibrium. The marginal analysis cannot satisfactorily 
explain this situation, for the marginal firms (but of nonnal efficiency) 
may be producing at a loss. It is thus a highly useful analytical tool, 
“with the aid of which the reaction-mechanism postulated by the supply- 
curve can be, if not analysed, at least rendered plausible.”f 


* SrafFa. Eeonofnic JountaJ, 1928, p. 336. 

fKaldor — ^"Thc Equilibrium of firm". EcofWmic Jaurttal, Mar., 1934. 

p. 62. 
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CHAPTER 19 

INTERDEPENDENT PRICES 

Thus far we have proceeded on the assumption that the price 
of a commoditj' can be determined independently of the prices of 
other goods. But the prices of two or more goods may be so inter- 
related that a change in the demand for or supply of one will affect 
tlie demand or supply of one or the price of others. We are now 
going to consider tlic cases of such inter-relationship of prices. 

Joint Demand: Goods are said to be in joint demand when they 
■arc jointly demanded to satisfy a particular want, or to produce a parti- 
cular thing. A motor car and petrol jointly 
Complementary goods. satisfy the demand for a motor ride. They are 
said to be in joint demand. So also there is a 
joint demand for pen and ink; tea, milk and sugar, (for making tea), 
etc. But the most important illustration of joint demand is found in 
the case of factors of production which are required to produce a thing. 
For example, various groups of labourers, like the plasters, the masons, 
the carpenters, and various kinds of materials like brick, lime, cement, 
etc., are jointly demanded to build a house. These articles are also 
known as complementary goods. The demand for the ultimate product 
which the factors ot production help to produce is said to be direct 
demand; while the demand for the factors of production is derived 
from the original demand for the product, and is^ therefore, said to be 
indirect, or derived demand. 

What modifications does this fact introduce into the theory of 
value? In case of articles which are jointly demanded, it is difficult 
to estimate their separate demand schedules. Now the utility of raw 
cotton, textile machinery, etc., is derived from that of the shirt. But 
how much of tlie utility of tlie shirt can we ascribe to raw cotton, and 
how much to the textile machinery? There are no means of knowing 
that. How are we then to determine the value of things that are jointly 
demanded ? 

The marginal analysis enables ns to tackle this problem. In case 
of things jointly demanded, we can know their marginal utility by 
changing the amounts of one thing, while keeping the supply of others 
constant. In oilier words, by substituting a little more, or a little less 
of this or that thing (while keeping other things constant), we can 
measure the marginal utilities of a commodity. Bread and butter pe 
jdintly demanded. Assuming that the quantity of bread remaining 
the same, that of butter is increased by a small amount. Hciw much 
additional utility will then be enjoyed by a consumer ? This would 
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measure the marginal utility of butter to the consumer. Or to take 
anotlicr illustration, let us suppose that tivo different methods can be 
followed in the manufacture of cotton piece-goods — ^ive can use three 
looms per worker, or we can employ four looms per worker. The 
increase in the output of piece-goods that will result in the second case 
can approximately be attributed to one loom, i.e., to one unit of capital. 
We can then regard this extra product as the marginal product, or 
the marginal utility of one unit of capital. Thus by varying the 
proportions betsuecn the different jactors which are in joint demand, 
we can know the separate marginal utility oj each. 

So the difficulty that threatened us at first can after all be solved. 
In case of commodities in joint demand, we of course know the marginal 
cost of production of each. Now we have seen that we can also Imow 
the marginal utility of each. Value m'H settle at that figure which 
equates Sie marginal utilit 3 ' and the marginal cost of production. 


Under what circumstances may a factor of production, which is 
jointly demanded with others for the production of a consumable 
,,,. , commoditj', be able to obtain higher prices 

uniL teThle to raUe' As ire know, in building 

the wages of its members? ^ house, vanous kinds of labour, such as that 
of masons, plasterers, caipenters, are jointlj* 
demanded. Let us sup^sc that there is equilibrium betiveen the 
demand and supply of buildings, and of the factors required to produce 
them. Now the plasterers have gone on strike for higher wages. 
Under what circumstances will they be able to obtain higher wages? 


‘The first condition is that the plasterer’s labour must be indis- 
pensable, and there are no good substitutes available. In technical 
language, the demand- for the sendees of that factor must be inelastic. 
The necessit}' of this condition is obvious, since if their sendees can 
easilj' be dispensed iidth, the plasterers will not be able to get higher 
ireges. The second condilipn is that the demand for the ultimate 
commodity for whose production that factor is used must also be inelastic. 
To take im our illustration, if the demand for buildings is inelastic, 
a fall in their supply would raise their price very' much. The strike 
of the plasterers would lead to a stoppage of building con- 
struction, to a fall in their supply, and hence to a great rise in their 
price. Lured by this high price and the consequent high profits, the 
builders would be willing to pay higher wages to the plasterers. The 
third condition is that the price of that factor must fortn a very .nnall 
part of the total cost of production. In our case, the total wagcs-bill of 
the plasterers should form a small part of , the total cost of the 
buildings. They must possess, in the words of Henderson, "the 
importance of being unimportant.” Since their ivages form a yerv 
small part of the total cost, a slight rise in wages would not materialh- 
add to the total cost. And so businessmen may prefer to satisfy their 
demand. The fourth condition is that the other co-operating factors 
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should be '‘squeezable’. A slight fall in the demand for other factors 
should lead to a considerable fall in their price, leaving a sufficient 
margin available for the paj-ment of a higher price to the original 
factor. In our case, if, owing to a stoppage of btiilding construction, 
consequent on the plasterer’s strike, the masons and carpenters, having 
no alternative occupations, are willing to accept lower wages, then, the 
plasterers can be paid higher wages out of the balance thus available. 

If any of these conditions is satisfied, tlie particular factor will 
be in a position to obtain higher earnings. 

Joint Supply: When two or more commodities are produced 
with the same joint cost in such a way that the production of one would 
automatically involve the production of others. 
Meaning of joint supply, they are said to have a joint supply. They 
are also called 'joint products’ or 'joint-cost’ 
products. Good instances of joint supply are cotton seed and cotton 
fibre; wool and mutton; gas and coke, etc. The most important 
cliaracteristic possessed by them is that the investment of labour and 
capital in the production of one would automatically lead to the pro- 
duction of the others. In case of joint products, the less important 
products, i.e., those whose prices are low, are generally called 'by- 
products.' 

How is the value of joint products determined? We only know 
the total cost of producing both wool and mutton. But w’e are not in 
a position to know the separate cost of production of either. And since 
we cannot disentagle the cost of each, how can we determine their 
price? 

For the purpose of analysis, we shall divide joint products into 
two groups. There arc certain products whose relative proportions 
n;,.;.:™, varied. Wool and mutton belong to 

ducts into two classes." section. By suitable cross-breeding, we 

. ' have a breed of sheep, which yields more 

mutton and less wool, or less mutton and more wool. In this 
way, the production of wool and mutton tliat can be obtained 
from sheep can he varied. Secondly, there are certain products 
whose relative proportions cannot be varied, at least by man. 
The proportion of cotton fibre and cotton seed that will be produced 
from a given amount of cotton crop is more or less fixed by nature. 

If the joint products belong to the first group, i.e., if their relative 
proportions can be varied, the marginal analysis will be adequate to 
explain the price of each. We need not know the segregate cost of 
producing either wool or mutton. But if we can only determine the 
marginal cost of either, i.e., the cost of producing additional units, or 
one unit more or less, we can determine the value of each. For value, 
as we know, tends to equal the marginal cost of production in the 
long run. Nmv let us calculate the cost of breeding a number of 
sheep, which rvould yield a certain amount of wool and of mutton; 
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and also the cost of rearing a number of another breed of sheep, 
which would yield the same amount of wool, but a different amount 
of mutton. The difference of cost in the second case over that in the 
first case may be ascribed to the' extra mutton that is produced iu the 
second case. The extra cost is therefore the marginal cost of mutton. 
And the price of mutton will tend to equal this in the long run. An 
illustration would make the point clear. 

Suppose that a certain breed of sheep, costing .Rs. 12 each, would 
yield 9 units of wool and 11 units of mutton. Another breed costs 
Rs. 10, and would give 8 units of wool and 9 units of mutton. Then 
S sheep of the first type would yield 72 units of wool and 88 units 
of mutton; costs are equal to Rs. 96. From 9 sheep of the second 
type, we get 72 units of wool and 81 units of mutton; costs being 
Rs. 90. Therefore we get additional 7 units of mutton by spending 
Rs. 6 more. The marginal cost of one unit of mutton is 13as. 8p. 
Similarly, from 9 sheep of the first tj'pe, we get 81 units of wool and 
99 units of mutton, costing Rs. 108. From 11 sheep of the second 
breed, we get 88 units of wool , and 99 units of mutton, expenditure 
being Rs. 110. Thus we get additional 7 units of wool by spending 
Rs. 2 more. The marginal cost of one unit of wool is then 4as. 7p. 

It remains to add that such variations are possible in real life. 
When the Australian wool found a good market in England, the 
Australians bred a type of sheep which yielded more wool and less 
mutton. When at the beginning of this century, cold storage made the 
■export of mutton possible, another breed of- sheep was reared which 
yielded more mutton and less wool than before. 

But if the joint products belong to the sccoJtd section i.e., if their 
proportions cannot be TOricd, it becomes difficult to disentangle tlieir 
_ marginal cost of production. The wiluc of 
tioMCTinfft’bc'raricS!’ ' ^e determined by two prin- 

ciples. First, the total cost of producing 
both cotton fibre and cotton seed must be covered by the total sale 
proceeds. The price of each must be such that when tlie total supply ' 
of both is sold, the total sale-proceeds must be equal to the total cost. 
Secondly, the separate price of each would be determined by marginal 
utility of eacli to the consumers. It will be determined by the prin- 
ciple, known as ‘what the traffic ■anil bear' i.e., what the thing will fetch 
in the market. But separate prices must be such that the total sale 
proceeds cover the total cost. 

The case is illustrated in Fig. 14. The supply cun-c SS' measures 
the total cost of producing cotton fibre and seeds; dd' measures the 
■demand for cotton seeds. PM therefore measures the price at which 
■OM units of seeds will be sold. From P, draw a line PP’ to measure 
the demand price for OM units of cotton fibre. The locus of P' irill 
be the curve DD' which intersects the supply curve at B'. In equili- 
brium cotton seeds will be sold at the price aB, and cotton fibre at 
the price aB'. 
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But another condition may aIso_ be found. Each of the commodities 
would involve some separate or prime costs in preparing them for the 
market. These prime costs provide the limit below which the price 



cannot fall. The price of cotton fibre must at least cover the prime 
costs of marketing it. How much of the supplementary or joint costs 
would be charged to each would depend on how much burden each 
would bear, i.e., on the elasticity of demand of each. 

What happens to the price of one product when the demand for 
the other increases or decreases? Gas and coke are examples of sudi 
joint products. What happens to the price of coke when the demand 
for gas increases? Clearly the greater demand for gas would raise 
its price; and the producers will be making extra profits by the sale 
of gas. But the increased supply of gas would also mean an increased 
supply of coke. The demand for coke remaining the same, the price 
of coke would fall. 

Importance of Joint Products: “Cost of production is coming 
more and more to mean joint cost.” The improvements in the arts 
. ^ oi production, the application of science to 

Cost of production now- industry have led to the utilisation of many 
a ays means jom cos . which were previously considered as 

wastes. It is seldom that a plant is devoted to the production of a 
single article. Certain other commoditiw are usually found associated 
with the main product. The application of science has^ led to me 
utilisation of these by-products. Coal-tar is an apt, illustration. A by- 
product of coke, it was at first considered as merely waste matenal. 
But now it has become the important raw material for a great variety 
of products, e.g., naphtha, dyes, paraffin and candles, etc. 
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Element of Joint Cost in Kailways : Is the industry of railway 
transportation a case of joint cost? According to Taussig, it is; but 
according to Pigou, ivith few exceptions, it is not. The discussion of 
the question is important; for it explains the way in which raihvay 
rates are fixed. 

According to Taussig, "when a large plapt is used for diverse 
purposes, the case is so far one of production at joint cost.”* In the 
railway industry, the supplementary costs, i.c., the expenses of laying 
down the road-beds and of building wagons, engines and other plants, 
are a very large fraction of the total costs of railway construction. 
The operating expenses, i.e., the cost of maintaining the permanent 
way and rolling stock and the expenses in connection with the station 
staffs, are also very large and more or less, fixed. These expenses 
have to be incurred whether the railway plant is fully worked or not. 
Moreover, there are no means b}' which the expenses in connection 
with any particular service, c.g., fte exact cost of carrying passengers 
or goods, can Ue separately determined. We cannot assign any of 
these general expenses either to the freight or to the passenger services. 
There is also a second reason why the railwaj’s show the characteristics 
of joint cost. The various classes of markets for whicli the railways 
cater, — the sale of transport to passengers and to goods, the sale of 
transport to the coal merchant. and the copper merchant, — are indepen- 
dent of each other. The demand schedule for transport services on 
the part of the coal merchant is qvite different, and in no way connected 
with the demand of the copper merchant for transport. These two 
characteristics, — the huge overhead expenses and the impossibility of 
separately determining the cost of any particular service of transport, 
and the use of the same plant for supplying to diverse and independent 
markets — these make tlie industry of railwaj- transport a case of joint 
cost. 

Pigou, on the other hand, argues that except in' one case, the 
railways do not exhibit any of the (Saracteristics of joint supply. The 
fact that the supplementary costs of a business form a verj' large part 
of the total costs does not make it a case of joint cost. For in many 
large establishments, like the iron and steel industry', the overhead 
costs form a very substantial portion of the total expenses. Secondly, 
the fact that one' scrv'ice, f.c., transport, is being sold to entirely 
different, or independent markets, — ^to the coal merclrant and to the 
copper merchant,-^oes not in any way prove the existence of a joint 
product. In- his opinion the clement of joint cost is present in an 
industry, where the investment of capital in the production of one of 
the commodities would invariably and inseparably laid to the produc- 
tion of other commodities. For example, anj' investment for the 
production of cotton fibre would automatically involve the production 
of cotton seeds. .That is the most important ciiaracteristics of joint 

♦Taussig. Prine^ph of Economics. 'Vbl. 11. p. 423. ' ' 
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products. But the railways do not exhibit this feature. The invest- 
ment of capital in facilitating passenger transport would not invariably 
lead to the making of provision for freight services. The investment 
of plants for the transport of coal would not necessarily involve the 
transport of copper. Only in one case i.e., the running of trains from 
one station A_ to another B, and back again from B to A, the element 
of joint cost is present. For the organisation of railways being what 
it is, the running of up trains automatically necessitates the return 
journey. The investment of capital in providing the facilities for the 
initial journey would involve the investment in the provision of facilities 
for the return journey. Hence the industry of raihvay transport does 
not furnish a case of production at joint cost. 


'How are Hallway rates determined? There are two principles 
of determinir^ railway rates; — cost of service principle, and value of 
Cost of service prin- s^ice principle. Under the corf 0/ service 
aple. prmctple, the same charge should be levied 

for the transport of one ton of goods per mile. 
•That is the competitive principle. Of course, the rates per mile can 
be different according as the railways supply offier incidental services 
along with transport, e.g., speed of transit required, (the speedier the 
train, the higher the rate), according as the goods are easy of handling 
and securely packed, etc. The value of service principle is expressed 
by the phrase, 'what the traffic mil bear. It means fixing the rates of 
the commodities according to their freight-bearing capacity. For 
example, diamonds, being a highly-valued commodity, can ob'viously 
stand a higher charge than coal, a low-priced 
commodity. Some classes of goods can stand 
a higher charge; others only a low charge. 
Thus coal, lumber, etc., are low grade goods, and their rates are 
accordiigly low. Textiles, precious metals are high-class articles, and 
the rates are, therefore, high. The charges are fixed in this way that 
profits of working the railway can be maximised. Under this principle, 
there' will be a variety of rates, unlike in the first case. 


What the traffic will 
bear. 


Composite or Rival Demand: The demand for a commodity is 
said to be of composite nature wheti it is demanded in several alter- 
native uses. For example, steel may be demanded for the construc- 
tion of a bridge, or of a building, or of machineries of ■various sorts. 
These several uses constitute the composite demand for steel. Almost 
C'very ■raw material, every factor of production 'may be used for the 
production of various classes of goods. Labour may be demanded 
for producing either consumer’s goods, or producer’s goods. Land 
may be demanded either for building purposes, or for culti'vatioh. 
Each of these alternate uses is the rival of the other for the consump- 
tion of that commodity. Together they carry off the whole supply 
from the market. 'When different commodities compete for the services 
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of a particular factor of production, they are sometimes called 
“competing cost’ goods. 

We have seen that by the operation of the principle of substitu- 
tion (or the law of equi-marginal returns), a commodity will be 
distributed among its various uses in such a way that its marginal 
utility in every use -will be equal. Its value will be such as to equal 
this marginal utility. If, in any use, its marginal utility is greater 
than its price, a greater supply will be diverted to that use from the 
other uses. The manual utility in other uses will therefore rise, 
while the marpnal utility in the first case will fall, until the two ndll 
again be equid. Price wiU then settle at this figure. So the com- 
modities that are in joint demand will be distributed among their various 
uses in such a way that their marginal utilities are everywhere ^ual. 
Their price will then he such as will make marginal utilities equal in 


every use. 

Composite or Kival Supply; When the demand for a thing can 
be satisfied from several sources, these sources are said to constitute 
a composite supply for that thing. ' The demand for meat may be 
satisfied by beef or mutton or ham. The demand for a beverage may 
be satisfied by tea, coffee and cocoa. Commodities which are substitutes 


for each other are proper examples of composite supply. Similarly, 
labour and capital, so far as the one can be substituted for the other, 
may be said to constitute a case of composite supply. Though the 
different sources of supply thus compete wiff) 
Competing goods. each other, their total supply must satisfy the 

total demand for that commodity. These 
commodities are also known as competing goods, as they compete with 
each other for the satisfaction of a particular w’ant. 

Owing to the operation of the principle of substitution, competing 
supplies will be used up to the point where the marginal utilities, or 
marginal net products ate equal to their prices. The value of each 
vrill therefore be equal to the raargpnal utilities or net products of each. 
So the price of commodities that are in composite supply will be deter- 
mined by the cost of producing them and by their marginal utilities, 
or marginal net products. 

Importance of these problems in the theory of value; These 
four groups of problems, joint demand and supply, composite demand 
, ... and supply, touch almost every branch of 
arfiSer™co“iSertld, production. The demand and jpply _ of most 

things are closely inter'-connected with each 
other. And the value of a thing may depend on the remote influences 
affecting the value of a quite different thing. The jirice of petrol, for 
example, depends on the fare tables of the tramway_ company. For 
if the tram-fare is reduced, more people would ride in them in pre- 
ference to buses. The buses would be making smaller journeys in that 
case, and the demand for petrol would fail. Hehce the price of most 
commodities are inter-connected.vrith each other. . 
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Monopoly means the complete absence of substitutes for a 
commodity. A monopolist can therefore control the supply of a com- 
. , fflodity. But he has no control over demand. 

teveoM!””” jjg pjggg ^ fixed output on the market, 

and let die price be fixed by the marginal 
utility of the commodity to the consumers. Or he may fix the price, 
and let the output vary with the demand for that commodity. The 
second method is usually adopted. But whatever the method of con- 
trol, he will always try to obtain the maximmn net monopoly profit. 
It should be noted that the term, ‘net monopoly profiP refers to the 
income of the business that is in excess rf what is called the normal 
earnings of management. Under competitive conditions, the cost of 
production in the long run includes the normal earnings of manage- 
ment. The difference between the total sale-proceeds and the total 
costs, (including the normal profit), is called net monopoly revenue 
And "the prima facie interest of the owner of a monopoly is clearly 

to adjust the supply to the demand, in such a way as to afford 

him the greatest possible net revenue.”* 

Under competitive conditions, value tends in the long run to equal 
the cost of production. Value cannot rise above the cost, for, owing 
to the competition of several entrepreneurs anxious to secure 
extra profit, the supply of that commodity 
Cost of production ivill increase, and the price will fall Thus 

settles value under mono- under competition, price can neither nse 

poly in .a di0erent way jggyg nor fall below the marginal cost 

from competition. production. But under monopoly, the 

cost of production sets only the minimum limit below wW* 
price would not fall. The price of a commodity may rise ove cort, 
and it Will he to the interest of the monopolist to raise it so ^ to 
maximise his monopoly profit. Cost of production, therefore, affects 
value widev ittouopoly in a different way- 

Thus the monopolist will always try to fix such a pnce for his 
commodity tiiat will give him the maximum revenue under given con- 
ditions of rlem i m d and Supply. But neither a too high price, nor a too 
Torprife “ bring hta the largest profit. A too high pnce n,^ 
reduce demand and diminish the volume of sales 
low orice mav not maximise his monopoly revenue, ^e ’oust My 
T^rd both to the demand schedule and to the supply schedule of the 

commodity. 

* Ifarshall— Prinri^fer of Economies, Pp- 447-48. 

10 
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If the demand for the coinmodil3' is highlj- elastic, a low price 
will result in large sales. A smaller profit per unit but a large sale 
Monopoly and elasticity Perhaps pve him a better revenue than 

of demand. “ larger profit per unit with reduced sales. 

He will tlien fix his price at a low level. 
If, however, the demand is inelastic, a lower price would 
not stimulate sales very much. On the other hand, if the supply 
is restricted, the price would rise very high. Here perhaps a larger 
profit per unit on a small sale would yield him the maximum profit. 
He will then fix the price at a high figure. 


He must also stud}' the conditions of supply. If the production 
of the commodity is subject to the law of constant returns, his cost 


Monopoly and laws of 
returns. 


per unit would remain the same, whatever 
the volume of the output. He would then 
mainly study the conditions of demand, and 


fix the price accordingly, letting tlie volume of output change with 
demand. If its production obeys the law of Increasing returns, every 
increase in the output would lead to a decrease in costs per unit. It 
will be to his interests, then, to place a large output on the market; 
for thereby he will reduce his costs. He will especially be induced 
to do so, if the demand for the.commodit)' is elastic. On the principle 
of a small profit on a large turnover, he will fix his price at a low 
figure. Lastly, if the commodity is subject to the law of diminishing 
returns, it will be his interest to restrict_ the output, and thereby reduce 
the cost. He will fix his price at a high figure. But if the demand 
is very clastic, so that a slight fall in the price would lead to greatly 
increased consumption, it may become profitable for him to fix a low 
price. For even though the cost rises as output increases, yet it may 
not rise so much as to swallow up the extra profit on the very large 


turnover that would result. 


So neither a high price, nor a low price would serve his purpose. 
He must carefully study the condition of both the demand and the 
tupply of the commodity, and fix his price at a figure that will bring 
him the maximum profit possible. That price may be cither high or 
low. 


Marginal revenue; The general principle which will enable 
a monopolist to cam the maximum revenue is that his marginal cost of 
The monopolist will fix production should be equal to the marginal 

tlie price at tlic point revenue. Marginal cost, as we know, means 

where marginal _ revenue the additional cost of producing an additional 
is equal to marginal cost. unit of the commodity. It is necessary to 
define the term, "marginal rc\'ciiue,” — a concept recently introduced into 
economic theory. Marginal revenue is "the addition to the total revenue 
produced by selling an additional unit of output.’’* Suppose a mono- 


♦loan Robinson. Economics of Imperfect Cempciilion. P. 51. 
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polist can sell 10 units of a commodity at a price of Rs. 2 per 
^it and that he can sell 11 units at a price of Re. 1|1S|- per unit, 
ne total sale proceeds are Rs. 20 in tlie first case; and Rs. 21 [Sj- in 
the second case. Thus we see that if the monopolist sells one more unit 
his total receipt will increase only by Re. 1/S/-. This is the marginal 
revenue of the additional unit. We have assumed that the producer 
will not be able to sell additional amounts at the former price. That 
is the case A\*ith the monopolist. He is already controlling a very 
laige part of tlie business in any market, and he must lower his price 
in order to sell more. This price reduction will affect the amount 
which he recdves for all the units he is selling. ’ Thus by selling an 
additional unit, the monopolist will add to his total revenue a sum 
equal to the price of this additional unit, minus a reduction in price 
on all other units he was already selling. That is why his marginal 
revenue is lower than tlie price at whicli the extra unit is sold. So 
long as what the monopolist adds to his receipts by selling an addi- 
tional unit is more than what he adds to his costs by producing it, 
he ivill iricrease his profits by doing so. Thus so long as the margind 
revenue is greater than the marginal cost, the monopolist will go on 
incrrasing his output. But as he produces more, the marginal revenue 
declines, and the marginal cost rises. Wien the marginal revenue is 
equal to the marginal cost, he will obtain the maximum profit. Any 
further increase in production will mean that the marginal cost will 
be greater than the additional revenue. He is then malting losses on 
the additional sales." The monopoly revenue will be maximised when 
the marginal revenue is equal to the marginal cost. 

Limits to the power of a Monopolist: Throughout the 
previous discussion we have assumed that the monopolist has not only 
full control over the market, but also acts under no restraint. But in real 
life, there are always some restraints on the actuities of the monopolist. 
A complete monopoly is rare. There are always some checks which 
explain the fact that a monopolist cannot charge a very high price. 
There is always the threat of potential competition. The monopolist 
must alwaj’s remain on guard against any new competitors. Or. the 
charging of a too high price may encourage the invention and consump- 
tion of substitutes. The artificial indigo dye has completely supplanted 
the natural product. Even jute is not safe, for in different countries of 
the world, researches are being made for discovering a good and 
equally serviceable substitute for jute. Thirdly, there is the ever 
present danger of foreign competition snatching away the gain from 
the monopoly. Fourthly, there is the risk of state interference and 
state control. If he charges a very high price, there will be great 
discontent and clamour among the public, and the government will 
then be forced to take the matter in hand, either by controlling the 
monopoly,- or by taking it over. 
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Discriminating Monopoly: A nionopolist need not always 
charge a single price to all his customers. Since he exercises some 
The monopolist may control mjr supply, he can charge different 
charge differmt. prices. pnces to different purehasers, or m different 

markets. In fact, such is generally the 
case with monopoly. WTien a monopolist sells the same commodity at 
different prices, it is said to be a case of discriminating monopoly. 

Such price discrimination is not always possible. There is ahvays 
the possibility of re-sale by the purchaser to whom low price has been 
Cases when such dis- charged. Hence in order that the mono- 
crimination is possible. pohst may be able to charge different prices 

to different customers, tliere should be some 
reason, or reasons for which the consumers who are charged lower 
prices will not be able to sell the product to otliers, or there should 
be an agreement against re-sale. Discrimination in prices is possible 
under the following two conditions. First, there should be possibility 
of transferring a unit of the commodity from the low-priced to the high- 
priced market. Such is the case rvith the services which are directly 
supplied by the sellers to the persons of the purchasers. A doctor 
may charge a lower fee to the poor patients, gnd a higher fee to the 
rich patients; the rich patient cannot send a poor man to the doctor 
to obtain diagnosis at a low fee for him. The transport of different 
goods on the railways is another case of such non-transferability. The 
fact that the railway charges a lower rate for the transport of coal 
than for copper would not lead to the substitution of coal for copper. 
Secondly, price-discrimination will also be possible when there is no 
possibility of transferring one unit of demand from the high-priced to 
file low-priced market. When the markets between which discrimina- 
tion is being njade arc distinguished according to the wealth of the 
customers, such discrimination becomes easy to practise. Thus a rich 
man would not want to become poor in order to enjoy the benefit 
of paying lower fees to the doctors. Where there is some possibility 
of resale, the monopolist makes a contract with the favoured customers, 
preventing him from doing that. 

Discrimination may be either personal, or local, or trade discrimina- 
tion. Personal discrimination occurs when different prices are diarged 
- to the different customers according to the 
Personal discrimination. intensity of their desire or according to their 
wealth. A higher price may be exacted from 
persons who are more eager to buy. A higher charge would be 
levied on the rich than on the poor. Firms are known to discriminate 
I'gainst persons living in fashionable quarters. This type of dis- 
Cifmination is not always feasible, for it may arouse violent resentment 
among the purchasers. 
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Local discrimination takes place when the monopolist sells at a 
lower price at one place ,and chaises a higher price at other places. 

‘Dumping* is the best example of local dis- 
Local discrimination. crimination. The monopolist sells at a 
foreign centre at a price which is lower than 
the price exacted from the domestic consumers. 

• 'Trade discrimination or use discrimination occurs when the mono- 
polist charges a lower price to one trade than to anotlier. Electric 
current, for example, may be sold at a low 
Trade discrimination. price to industrial concerns, at a higher price 
for the purpose of domestic cooking, and at 
still higher prices for domestic lighting. 

Wien price-discrimination is practised, the value in eacli market 
will be determined by the same set of principles as under monopoly. 
If the monopolist sells in tivo different markets at different prices, he 
will charge that price in each market which will make the marginal 
revenue in that market equal to the marginal cost. The marginal cost 
will of course he equal, whatever the number of markets. So the 
marginal revenue will also be the same in each market. But it does 
not mean that the price will be the same in each market. It ivill depend 
on the elasticity of demand in each market. If the demand is elastic 
for any group of buyers, the monopolist will charge a comparatively 
low price to that group. But if the demand is inelastic in any parti- 
cular market, the price will be comparatively high for tliat group of 


buyers. 

Discriminating monopoly may sometimes bring important benefits 
to the consumers and the societj’. It is quite possible that there may 

Is price-discrimination of buyers, one of which can 

beneficial to consumers? P®y “ high price (as their incomes 

are large, while the other group, having 
small incomes, will not purchase unless the price is low. When one 
price is charg^, it may be high price. Only the rich buyers purchase 
the commoditj’. But the total sales may not be large, and the sale- 


proceeds may be insufficient to cover the total expenses of production. 
If a low price is charged so as to tap the poorer bu}’crs, the sales will 
of course increase. But sale at such a low price may prove unremu- 
nerativc to the producer. Hence no output will be produced under 
such circumstances. But if price-discrimination is practised, the 
producer will charge a high price to the rich buyers and a low price 
to the poor. The total sale-proceeds may then cover the total expenses 
of production. This will be especially true if the average costs fall 
rapidly as a large output is produced, and both the consumers and the 
societj’ will benefit. 

\\Tien price-discrimination is practised, the monopolist charges a 
high price to one group of buj’crs, and a low price to another group. 
The first group will certainly lose wliile the second group will. gain. 
If the buyers to whom a high price is cliarged belong to the riclier 
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classes and those to whom a low price is charged belong to the poorer 
classes, we may conclude that the gain to the poorer classes will out- 
weigh the loss to the rich. In this case, the society as a whole will 
benefit as a result of discriminating monopoly. 

Dumping: . It means any price discrimination between 
different markets. When a monopolist sells some part of his output 
in a foreign centre at a price which is lower than the price at which 
he is selling at home, he is said to be ‘dumping’ into the foreign market. 
He may or may not sell below his cost of production in the foreign 
centre. For, owing to his monopoly, he is generally in a position to 
charge prices which are higher than the cost per unit in the home 
market. In that case, he may sell at tlie foreign centre at a price, 
which, though below the home price, may be above his average cost 
of production. 

A monopolist may dump from a variety of motives. Thus he may 
do it in order to dispose of a casual overstock of goods which has 
accumulated as a result of an incorrect esti- 
Motires for damping. mate of future demand. Or he may do it 
to develop new trade connections, or to woo 
the goodwill of the buyers in a new, and as yet untapped market; or 
to drive competitors out of that market with a view to secure a mono- 
poly. Or his motive may be to reap tlie economies of large-scale pro- 
duction by working his plants to their maximum capacity. The result- 
ing increased output may, if marketed at home, cause the price to fall 
very much, especially if ■ the demand is inelastic. It will be to his 
interest, then, to restrict the amount marketed at home so as to keep 
prices high, and then to dump the surplus at a foreign centre. 

As dumping is injurious to the interest of the producers of the 
foreign country, it has been prohiliited by many countries. Anti- 
dumping laws have been passed, which aim at levying import duties 
at a higher rate on the dumped goods. India passed such a legisla- 
tion in 1933 to cope with Japanese dumping. 
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VALUE AND IMPERFECT COMPETITION 

We have discussed the factors determining the value of a com- 
modity when there is a large number of sellers perfect competi- 
tion), or a single seller (monopoly') • But in the markets of real life, 
lliere is seldom a large number of sellers, or even a single seller. 

In the majority of cases, there is neither a single individual who 
controls the total supply, nor are there many buyers or sellers so that 
their indh'idual shares are negligible in relation to the total. Such 
intermediate cases, where there is neither perfect competition, nor 
absolute monopoly, have come to be called “imperfect competition.” 

Under what circumstances can competition become imperfect? In 
the first place, there may be few suppliers of a commodity, each of 
whom controls a considerable portion of the supply. SecondIy,_ the 
market in which the commodity is sold may not he well-organised. 
Competition in a market will be imperfect, if, because of the existence 
of the costs of transport, or because of the ignorance of the buyers 
as to the prices at which different sellers are disposing of their goods, 
the consumers do not invariably purchase it from the sellere who offer 
it at tlie lowest price. Thirdly, any circumstances which, in the minds 
of consumers, mark off one commodity from another because of rral 
or imaginary differences in the quality or type of the product, will 
make competition imperfect. Lastly, there might be few buyers of the 
product, each one of whom purchases a large portion of tlie supply. 

When there are few sellers of a commodity, every one of them 
will be able to affect the price of the product. Suppose that there 
are only four sellers, each selling 5,000 units of a commodity'. If 
one of them decides to increase -his output by 5 per cent, only, his 
supply will now he 5,250 units. This vrfll certainly affect the price at 
which he will be able to sell. The number of sellers may be small 
either because the state has restricted by laws the number of persons 
who are entitled to produce (as in railways, electricity. _ etc.) ; or 
because the sources of the supply of the product are small in number 
(as in the case of petroleum) ; or because the particular industry 
requires a very large initial capital outlay on plants, which fact deters 
more men from entering it. In industries in which the technical 
economies of large-scale production are_ very great, any one of the 
producers can lower his costs by producing more; he can then sell at 
lower price and driTC out some of his rivals. This would give rise to 
“cut-throat” competition among them, until there are only a few 
producers left in the market. Each of them will be exercising^ a 
substantial control over the supply', and will sell the product at a price 
higher than the cost of production. Moreover, in order to produce at 
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Causes of 
competition. 


a lower cost, they would have to produce a large quantity. This would 
increase the total output considerably, and thus cause the price to fall 
so much that they might be unable to cover the costs.* 

Even if there are a large number of sellers of a commodity, 
competition may be imperfect, either because of the ignorance of the 
, buyers ; or because the cost of transporting it 
impc cc tj,g consumers ^link that 

there are diflfercnces in the quality or type 
of the product supplied by the different sellers. The result of these 
market imperfections will be that the buyers will not invariably purchase 
the commodity from that seller who is offering it at the lowest price, 
e.g., the buyers may not Imow the prices at which different sellers are 
selling. If any seller is charging a slightly higher price than others, 
they may not be aivare of it, and so will not transfer their customs 
to his rivals. Similarly, if the cost of transporting the commodity 
forms a considerable part of the price, each seller will have a semi- 
independent market, consisting of the consumers who live near his 
factory or shop. Such is the case with the small retail dealers. They 
may charge a slightly higher price without driving away their customers 
who would be willing to pay this price rather than go to a more distant 
shop involving more expenses and inconveniences of travelling. Also 
if one shopkeeper wants to increase his sales materially, he will have 
to lower his price in order to induce his existing customers to buy more, 
as also to attract new customers living at some distance from his mvn 

shop. 

Another important reason for imperfect OTmpetition is the existent 
of real or imaginary differences in the qualit)' of the product sold by 
each producer. By means of repeated advertisements, or by fixing; 
brands, each producer tries to impress upon buyers this fact that his 
product is superior in qualit3' to that of others. The rapcrionty m 
quality may be real or imaginaty. But in so far as the buyera are 
convinced of the existence of these differences, each producer will have 
a partially independent market for his product. He can charge a 
slightly higher price. And if he wants to sell more, he must offer 
his article at a considerably lower price. For such lowering o; P”'® 
may be necessary to induce his old customers to buy nmre of it, and 
to attract from his rivals those buyers who prefer the particular quality 

of the goods of his rivals. _ . . 

Thus we see that when competition is imperfect, each producer 
possesses a certain amount of liberty of fixing the price of product. 
^ Under perfect competition, he must accept 

the price which prevails in the market as a 
result of the competition of all his rivals. If 
he charges a slightly lower price, he can 
attract all the buyers. But under imperfect competition, he can charge 

* In the extreme case, there may be two sellep only and a large number of 
buyers. This typical situation is known as duopoly. 


Difference between per- 
fect and imperfect com- 
petition. 
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a slightly higher price than any of the rivals. His- customers would 
not desert for his rivals, either because they ar;f ignorant of the prices 
offered by the latter, or because of the cost of transport, or because 
they prefer the particular quality or taste of his product to that of 
others. All that -will happen is that his customers would buy a some- 
what smaller amount than before because of the higher price. Similarly, 
a small reduction in price may not increase his sales. His old customers 
may purchase a little more at the lower price. But if he is to attract 
more buyers, he may have to make a substantial reduction in price 
to overcome the likings of the customers of his rivals’ products for the 
latter, or to compensate for the costs of transport. Tlius each producer 
will affect the price of his product appreciably by selling more or less 
of it in the market. In technical language, the elasticity of demand 
for his product is less than unity. . 

In imperfect competition, the price will settle at the point, where 
the mai ginal cost and _the-marginal-revenue are equal. In order to 
. . maximise his prbfit,~'each producer will go 

ti<S m f f 

nue is less than the price, “st 0* producing the additional unit is less 
than the addition to the total receipts made 
by selling that extra unit. In perfect competition, the marginal revenue 
is equal to the price of product. But in imperfect competition, the 
marginal revraue will be less than the price of the product. For we 
already know that in order to sell more, each producer will have to 
reduce his price. He will then have to sell all the units (and not 
only the additional units) at the lower price. So what he actually 
gains by selling the extra units will be measured by the price that he 
gets for the extra units minus the reduction in price on the units he 
was selling. Suppose one producer can sell 10 units at Rs. 2 each. 
If he increases his output by 10 per cent., and -wants to sell 11 units, 
he will have to lower his price to Re. 1-15 as. Tabulating the facts, 
■we find. 

Total output Price Total receipts 

11 units at Re. 1-15 each Rs. 21-5-0 

10 units at Rs. 2 Rs. 20 


1 unit ’ _ Rs. 1-5 as. 

If he sells one unit more, he will increase his total receipts by 
Re. 1-5 as. The marginal revenue of. each unit is therefore Re. 1-5 as. 
The marginal revenue is thus lower than the price of the product _ So 
long as the marginal cost of production is lower than the marginal 
revenue, the producer will produce and sell more, for he is thereby 
adding to his receipts. He will stop at the point when the marginal 
cost is equal to tlie marginal revenue. But marginal revenue is lower 
than the price. Hence he ivill stop producing and selling at sortie 
point before the price of his product has fallen to the level of his 
marginal cost. In perfect competidon, the marginal cost is equal to 
the price and to the marginal revenue (since the marginal revenue is 
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equal to the pnee). But m imperlcct competition, the marginal cost 
IS equal to the marginal revenue, but not to the price! Output irill 
stop before the marginal cost becomes equal to the price. The output 
of each ^Iler under imperfect competition will be smaller than that 
under perfect rompetition, and the price of the product will be higher 
than the marginal cost of production. 

•nrtii competition, the number of firms 

•will be so adjusted that in equilibrium, all tlie firms trill be of the 

In imperfect compeU- oph mum size, or the most efficient size. But 

tion, the firms may not imperfect competition, that need not be 
Ik of the most efficient me case. ^"WHicn competition is perfect, a 
size. firm which is of less than optimum size trill 

have a tendency to c.\pand. As it expands. 
Its costs tthll fall, while the pnee that it receives for^ts additional pro- 
ducts remains the same as before. But if tliere is imperfect competi- 
tion, such a firm may not expand. It is of course true that if it e-xpands, 
it ttall lower the average cost of its product. But it would have to 
lower Its price in order to sell the additional output. It is quite possible 
that the loss due to sale at lower price may outweigii, or may just 
balance the gain due to lower average costs per unit. Thus the firm 
may not have an incentive to expand and to produce a large output. - 
Thus in conditions of imperfect competition, the more efficient firm 
may fail to drive out the inefficient firms from the market. If tlie 
efficient firm has to lower its price considerably in order to overcome 
the prejudices of the customers of the inefficient firms it might prefer 
not to drive the latter out of the market. But under perfect competi- 
tion, the efficient firms can produce and sell more without anv con- 
siderable reduction in price. As tlicy produce more, the total output 
will increase and the price would fall so that the inefficient firms would 
be unable to cover their costs. Thus in imperfect competition, the 
number of firms in any industrj- may be larger than that under perfect 
competition. Each of these firms may be producing an output which 
is less than the optimum output. The management of each firm may 
he receiving a reward which is not higher than that received in similar 
other occupations. For example, there may be a large number of small 
retail shops, or sweetmeat shops in a city, each of which sells a small 
output, and is of less tlian the optimum size. None of them may be 
earning more than normal profits to be canted elsewhere in similar 
trades. Yet each shop is monopolistic in the sense that it has a semi- 
independent market, protected cither by the costs of transport, or 
ignorance, ’or the good will of the buyers. And it may be profitable 
for tlie community if the industry is concentrated on^ smaller number 
of firms.* The statement may appear paradoxical. For it seems to 

*But it should be noted that this is not always true. If, for example, the 
imperfect market and the existence of a large number of firms are due to rrol 
differences in the quality or the tiTC of the product, there would be no gain by 
reducing the number ot firms. 
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imply that the cure of imperfect competition is more imperfect com- 
petition. But when the number of firms is reduced each will be of 
the most efScient size; output per firm will be larger. The average 
cost and the price per unit will be the lowest possible under the existing 
conditions of technique and knowledge. 

There will be imperfect competition when there are few bu)'ers of 
a product.* Each of them will then be buying considerable portion 
of the supply and wifi be able to affect the 
Monopsony. price by increasing or decreasing his pur- 

chases. Usually in the purcliase of'finishcd 
consumer’s goods, such a state of affairs is exceptional. There is 
normally a large number of buyers of such goods. But in the purchase 
of the factors of production (e.g., labour or raw materials), the market 
may be imperfect. For example, in tlie sugarcane industry, the 
growers must sell their sugarcane to the nearest sugar factorj-, fm 
another factory may be situated at a greater distance. Not only will 
the costs of transport be high, but owing to the longer period of time 
involved in transporting the cane to the more distant factory, the 
quality of the cane deteriorates. So they may be forced to sell to the 
nearest factory whose owner therefore buys in an imperfect market. 
Similarly, the market for labour may be imperfect, because there are 
few bu)’ers of labour of a particular grade in a locality. When an 
employer lowers his wage-rates, many of his employees might not 
desert him, not knowing that higher wages could be earned in other 
places. Or they might find it costly to go to other places. The 
employer would also have to offer considerably higher wages in order 
to attract more labour from distant localities. Thus the employer ivill 
have to raise or lower wages by employing more or less labour. 
But as he has to offer a higher -wage-rate in order to 
employ more labour, he ivil! have to pay all labourers including 
the additional labourer at the higher rate. Hence when an employer 
engages an additional labourer, he adds to his costs not only the wages 
of that labourer, but also the increase in the wage-rate paid to all other 
labourers. The additional costs involved in employing one more 
labourer (the marginal -value of labour) is thus higher than the wages 
paid to that worker (the marginal wage-cost) . He will stop emplo 3 -ing 
labour -ivhen this additional cost is equal to the extra receipts by the 
sale of the additional output. Thus the employer -vvill stop employing 
labour when the wage-rate is still below the marginal net product of 
labour. In other words, the wage-rate will be below the margnal net 
product of labour when there is imperfect competitiim in the labour 
market. And if competition in the sale of tlie product is also imperfect, 
the marginal revenue will be below the price of the product, the TOge- 
rate will be further below the marginal net product of labour. 


* This situation has been christened as "Jifonofisony" by Mrs. Robinson. See 
her book— FcoiiOTnicj cf Imperfeet Comptlilion. 
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SUPPLEMENTARY NOTES ON PERFECT AND 
IMPERFECT COMPETITION 

We have seen that perfect competition assumes the existence of a 
large number of sellers in the market for a commodity. But the 
existence of a large number of sellers is also compatible with imperfect 
competition. The familiar example is that of sweatmeat shops. 
Though the number of such shops is usually large, competition betiveen 
them is jmperfect on account of the inertia of the buyers, or the costs 
of transport involved in going to a distant shop, or the differences in 
the quality of the products. 

In the ordinary markets of real life, competition is usuall]' imperfect. 
Each seller finds that the demand curve for his product is comparatively 
inelastic. If he has to sell more, he will have to attract more 
buyers as the existing customers have already bought the 
maximum amount they would purchase at current prices. He 
will have to lower his price if he is to induce the existing customers 
to buy more of the product. If he is to attract new customers to his 
shop, he must also lower the price cither to overcome their prejudices 
in favour of a particular shop or brand of the commodity, or to com- 
pensate them for the extra costs of transport involved in coming to 
his shop. In any case, he cannot sell the extra output at the same 
price as before. He must lower the price. As he has to lower his 
price to sell additional units, the marginal revenue will be less than 
the price at which he sells. He will sell at the price which equates 
mar^nal revenue with marpnal cost. 

Under perfect competition, the demand curve facing each seller 
is perfectly elastic. Since he sells a very small part of the total supply 
of a commodity, his actions will not influence (».c., raise or lower) 
the price in any way. If he produces a little more, he can sell the 
additional units at the same price as before. Hence the marginal 
rea'enue is equal to the price. He will also produce up to the point 
at which his marginal cost is equal to the marginal revenue or the 
price fsince the two are equal). 

Thus tlie distinction bchvecn perfect competition and imperfect 
competition or monopoly is quite clear. Under all conditions, each 
seller will sell upto the point at which the marginal cost is equal to 
the marginal revenue. The more nearly competition is perfect,^ the 
closer comes the marginal revenue to the price. When competition 
is perfect, the marginal revenue is equal to the price. Hence it is 
immaterial whether we say that marginal cost is equal to price or to 
marginal revenue. Qn the other hand, the greater the imperfections of a 
market, or the greater the monopoly power of a seller, the larger will 
be the difference between marginal revenue and price, or behveen price 
and marginal cOTt^ 
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Speculation concentrates 
the risks of business on 
shoulders best able to 
bear them. 


What is Speculation? Speculation comprises those activities 
which are based on the intelligent anticipation of coming events. 
It means the buying or selling of a commodity with a view to 
profit from the future changes in prices. When the speculator 
anticipates any rise of prices in the future, he buys with a view to sell 
aftertvards at a profit. Similarly, when he foresees a fall of prices, he 
will at once sell with a view to buy in tlie future at lower prices. 
He thus anticipates the changes in prices, and hopes to profit by them. 
It is, however, not his business to hold the gooi permanently, or to 
manufacture them. He will perhaps never touch the goods. He is a 
dealer, not in goods, but in risks. 

The modern productive organisation is inherently risky. In 
primitive communities, there were practically no risks. Each man 
produced for himself and consumed what he 
produced. But witli the progress of society, 
production has become more and more round- 
about, and has to be carried on in anticipa- 
tion of demand. Tlie risks of business have 
greatly increased. Long before the final output can be placed on the 
market the demand may change for the worse; or tliere may be such 
a change in the supply of the commodity as will falsify the anticipa- 
tions. At every step, therefore in the productive process, great risks 
have to be borne. Speculation concentrates these risks and causes 
them to be borne by tliose best able to bear them. In this way, 
speculation renders very useful services to the society. 

Speculation is different from gambling. Gamblers are persons 
who try to make a profit by assuming unnecessary risks. Often they 

c . 1 themselves ddiberately create the risks which 

bltal it is of course uncer- 

tain whether England or Australia will win the 
“test.” There is uncertainty, but none need bear it. The assumption 
of such risks is entirely unnecessary for carrying on productive acti- 
vities. But the gamblers will often gamble on the results of test 
matches. The gamblers often bet on the fact, whether there have 
been two inches or three inches of rain on a particular day. There 
is practically no risk here; it is only created by the gambler to gain 
or lose mone^. A speculator, on the other hand, assumes necessary 
and natural risks. For example, the price of jute may rise or fall six 
months hence. There is a risk which must be assumed by somebody 
if production is to run a smooth course. Lastly, the gambler does 
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not in any \ray contribute to production. Speculation, on the other 
band, performs a very necessary economic, function. 

Conditions favourable to the growth of a sp'eculathre market: 
Speculators . deal either in commodities, or in securities. Strictly 
speaking, anything whose future is- uncertain may become the object 
of speculative activities. But there are certain special ■ circumstances, 
which favour the groivth of a speculative market. First, the com- 
modity must be a sta ple pr oduct with a large and regular demand 
Secondly, it can be standardised, i.e., suitably graded according to 
quali^. Thirdly, it must Be "properly co ^isable , i.e., capable of ready 
■definition and measurement. Many commodities satisfy these tests. 
The stocks and securities in particular, exhibit these characteristics in 
a pre-emient degree. And this explains the almost universal organisa- 
tion of stock exchanges. There are also other special reasons why the 
•commodities become the object of speculative activities. Fourthly, 
when the supply of a commodity is very uncerta in, and beyond human 
■control ; and also when the supply comes intone market, not regularly 
throughout the year, but irregularly during a particular season, it is 
apt to show great price-fluctuations. Lastly, the demand for these 
commodities, on the other hand, is mostly regular and continuous. 
The important raw materials of industry, like cotton, wool etc., and 
food-stuffs like wheat, are examples in point. Their supply is beyond 
human control. Man may sow or plant as many acres as he likes, 
but the actual amount of crops will be determined by the weather 
conditions. Not only that, but the whole supply of such commodities 
is placed on the market immediately after harvest, while the demand 
for them is, more or less, regular and continuous. Hence their prices 
are likely to fluctuate extremely. A short wheat crop would drive 
the price to undreamt-of heights; while a bumper crop will cause the 
price to fall very much. In order to lessen the risks of such price- 
fluctuation, the various produce exchanges have been organised. 

Organisation of Speculative market: A stock exchange 
is a place where shares and securities are bought and sold. The 
shares satisfy all the conditions required for 
a perfect market. They are easily cognisable, 
and one share is exactly alike another. A 
stock exchange consists of jobbers and brokers. The jobbers are the 
Teal speculators in stocks, and they are always ready to quote a buying 
or a selling price. The brokers come into contact with the public who 
want to sell or purchase shares and furnish them with quotations of 
selling and purchasing prices from jobbers. The brokers are really 
middlemen who earn commissions, the real speculator being the jobbers. 
The chief transactions on the exchanges may be shortly described as 
follows : 

If the speculator thinks that the price is high and is going to 
fall, he will ‘sell short’ i.e., he will contract to deliver at a future time 
■goods which are not yet in his possession. He may make profits out' 


Organisation 

•exchanges. 


of stock 
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of this transaction in hvo irays. EMier he will purchase the goods 
he had contraded to deliTCr on that future date at the lower price, 
or he will ma^e a^ ‘‘covering*’ wntract or a ‘hedging* contract just 
Pow ; that IS, he will arrange \\*ith some other dealer to purchase at 
the same time the goods at a somewhat lower price than that at which 
he has^ contracted^ to supply. ^ the opposite situation, that is, when 
estimation of the speculator, but he thinks it 
will nse m the near future, he ‘buy long’, U, he will purchase 
a larger quantity of goods than at present required and when the 
goods are delivered, he wiU sell at a profit. He will acliieve the same 
result if he makes a ‘realizing’ or ‘liquidating’ sale of the goods at a 
higher pnce to be delivered at the same time. The speculators who 
contract for selling short are known as ^bcars^ because by their very 
operations the\* help to pull down tlie price; and the speculators who 
contract for ‘bujnng long’ are described as 'bulls/ because by their 
speculation they pull up the prices. 

A\nien a substantial period of time intervenes between the present 
contract and the future deliver^’, the transaction is known as a ‘future*. 


n ‘ f Dealings in futures seldom lead to actual 

luSl^mSJSror Produa “I ‘I*® produce. What really happms 

exdiangcs. is that by bringing together those who actually 

tvish to receive and those who wish actually 
to deliver tlie produce, the transaction is completed. Thus we find two 
olasscs of buyers in futures. First come those manufacturers who buy 
with a view to their future needs for particular grades of an article. 
When the time comes for the fulfilment of the contract, they buy the 
grade which they require and sell tlie grade which they acquired by 
Ihc future contract. The loss in one transaction, if any, is offset by 
the gains in the other. \Miat remains to them is not speculative profit, 
hut the profits of manufacture. The other group of buyers consists of 


tliose who do not want the produce to which the futures refer, but 
hut are tiying to make a profit out of bujung at a low price and 
selling aOiigl’61' prices. Thej- pocket the difference in prices and make 
spcc^tffe profits. 

A^^5conomic_ Functions of ^pecuUtion: The essential services 
wat speculafioiT renders to tlle"economic'organisation are the assump- 
tion, and to some e.'ctcnt, the reduction of risks, and the lessening of 
price fluctuations. One of the essentia] characteristics of the modem 
productive organisation is that it is carried on long before in anticipa- 
tion of demand. By the time cotton crops are sown and harv'ested, 
cotton j-ams spun and piece-goods woven, the demand may fall or 
change in such a way as to spell disaster. The manufacturer, who 
has bought his raw materials, and who is expecting a handsome profit, 
might see his profit turned into loss owing to a fall in the price of 
the raw materials. All tjpes of productive activit)-, therefore, involve 
the hearing of much risk and uncertaint}’. It is the special function 
of the speculators to assume tliese risks, and thus to relier’e the manu- 
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facturers of a great amount of uncertainty-bearing. The manufacturer 
who has bought a wheat future, may safely concentrate his energies 
on producing flour. Though the price of wheat may fall by the time 
he has turned out the finished product, his loss on this account will 
be made up by his corresponding gains from the futures. Moreover, 
when a great uncertainty prevails, the productive activity is curtailed. 
The speculator, by assuming the uncertainties of the economic organisa- 
tion, helps to increase production. 


The fundarnental effect of speculation is. to promote the establish- 
ment of equilibrium between supply and demand. When the speculators 
/ ' anticipate a shortage of supply in the future, 

vThey promote the true hence a rise in prices, they buy at once, 

equilibrium of demand w • . . ^ i, e ii. • t. ■ 

and supply. Prices rise at once as a result of their buying. 

Higher prices check consumption. Present 


consumption is curtailed, and some supply is withheld from the present 
market. As this amount is added aftenvards to the future supply, 
the rise in prices will be less in consequence. Similarly, when the 
speculator expects the price to fall, he will sell at once. Present prices , 
fall, and consumption is stimulated, so that afterwards, the fall in 
price will not be severe. In this way, speculation prevents sudden 
fluctuations of prices, and smooths the course of price movements. 
The passing and fitful' events are not allowed to exercise an undue 
influence on the price; and value is determined by the more funda- 
mental long-period causes. In this way it also helps to secure the 
proper adjustment of demand and supply. The daily market price 
tends to conform to the seasonal market price and the seasonal supply 
price becomes such as to dispose of the wdiole seasonal supply. As 
speculation lessens price fluctuations, it promotes the smooth course of 
exchange and consumption. The consumers get their commodities at 
a steady price; hence consumption becomes steadier. It effectively 
checks the evils of price fluctuations. 


Besides freeing businessmen from the assumption of risks as 
regards price movements, speculation helps production in another way. 
Any future demand for an article is foreseen by the speculator and he 
begins to buy it at once. This raises its prices and seiwes as a guide 
to producers who then begin to manufacture more of it. The influence 
of speculation determines production even in the case of arflcles, like 
food grains, which take a long time to be produced. 

Similarly, investment of capital in commerce and securities is guided 
by speculation. Stock-exchange speculation promotes investment. 

Stock pro- Speculators subject all unde^Wngs to ^-pert 

mote investment" investigations which are quite impossible- for 

the small investor. A steady price on the 
stock-exchange implies a safe and sound condition of a concern. 
Whenever any industry becomes profitable, speculators will long 
before anticipate that and offer high prices for the stocks of such an' 
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industT}'. .Thus the price list of securities is a reasonable guide for 
investors under ordinary' conditions. 

Dealings in produce exchanges confer important benefits upon 
actual producers of an article. Suppose for example, a British miller 
has ordered a certain quantitj’ of wheat from 
exchanges ” India at the price quoted in the wheat market. 

® ■ He at once sells in the home market an exact 

quantity of wheat to be delivered at the time when he expects his 
wheat to reach him. If the price of wheat falls in the meantime, the 
miller has then got to sell flour made of dear wheat at a lower price. 
He undergoes loss by the sale of such flour. But when the time comes 
for delivering the wheat future, he buys the cheap wheat in the market 
and delivers it to the merchant with whom he made contracts at the 
higher rate. Thus the previous loss is offset by tlie gain on the future 
transaction. 

Perfect speculation tends to destroy itself. If the speculators arc 
perfectly wise, they will make a correct forecast of the changes of 
prices. And as a result of tlieir action, these price-fluctuations trill be 
eliminated altogether. So in the end, prices would cea.se to fluctuate. 
Wlien prices do not change there would be no necessit}' for speculation. 

Illegitimate Speculation: All these benefits arising from 
speculation presuppose expert knowledge and honest dealings. But 
there are outsiders and manipulative speculators. Once a commodity is 
standardized, anybody can deal in it The public, lured by the profits 
of the speculators, begin to dabble in the speculative market; and they 
are losers as a class as they do not possess the knowledge and shrewd- 
ness of the expert speculator. Another class of illegitimate speculators 
is the manipulative speculators. They create a false opinion as to the 
general conditions of demand and supply. A clique for example, wi 
lead the market to beliei^ that they arc worfang for a fal and will 
make a great show of selling their goods, while they are really buying 
quietly indirect means much larger amounts than they arc se hng. 
Ultimately they may control the whole or most part of the suppl) o 
a commodity and can then dictate monopoly prices. Su^ specula- 
tions are instances of corners. Instances of successful comers arc, 

''°"Tfffi«e^s'T dabbling by the outsiders fluctuations in prices mav 
become more violent They are prompted by fte latest rumours arid 
becOTC panic-stricken on the slightest cause of fear; they sell their 
commodities and securities when the expert speculators would hold 
them- thev buv commodities and stocks when the expert speculators 
seli ten By their very- operations the price fluctuations 

involves thehi in severe economic 
losser N^it ma7be argued that what is lost by the one is gamed 
b^ the other. Therefore, there is no economic loss. But the argu 
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inent is wrong. The mistake in the argument twll be dear if we 
Gambling involves an “ iMustmtion. Suppose too persons A 

economic loss. ^ begin to gamble mth 500 rupees each; 

suppose further that A loses 100 rupees, while 
B gains the same sum. The marginal utility of money is not the same 
when a person has 500 rupees and again when he has 400 rupees. 
The marpnal utilitj' of the five-hundredth rupee is certainly less than 
the marginal utility of the four-hundredth rupee. Assuming that the 
marginal utilities of money are equal to A and B, the additional utility 
derh'ed from each rupee gained by B is less than tiie loss of marpnal 
utility due to the loss of each rupee .by A. Thus there is a dear 
economic loss from gambling. 

Regulation of Speculation: The evils of illegitimate specula- 
tion set forth in tlie previous section lead us to the discussion of the 
question of the regulation of speculation. On the necessity of sudi 
regulation, the authorities in every country' are unanimous. But the 


remedies suggested are inadequate. One remedy against speculative 
gambling is legislation. But tliere are loop-holes, in all legislation and 
the ingenuity of the lanyers is there to help the speculators. Already 
laws in many countries make void any transactions which are sales in 
form merely. Most gambling often takes place in connection with 
future deliveries. If dealings in futures are prohibited this kind of 
gambling may be checked ; but the adt-antages of dealing in futures are 
too important to be brushed away lightly. So "the most effective 
remedy”, says Taussig, "would be a better moral standard for all 
industry and an arousal of public opinion against all kinds of gambling”. 

The er-iis of stock exchange speculation can be remedied through 
a revision and better enforcement of the rules made by the exchanges 
for themselves. If the industries can lessen price fluctuations through 
greater regularity of production, there will be less speculation. Publii: 
opinion can taboo tlie outeide speculators. All tliese are indirect 
remedies and take a long time to materialise; but there is no direct 


sovereign remedy against speculation. 



CHAPTER 23 

'OLDER THEORIES OF VALUE 


Labour theory of Value: The labour theory of value iis 
perhaps tlie oldest theory of value. Its chief exponents have been 
Adam Smith, Ricardo and Karl Marx. In this section, we shall be 
treating of the theory of the first two economists while the next section 
will be devoted to an examination of the Marxian theory of value. 

Briefly the theory states that the value of a commodity in the long 
run is determined by the amount of labour embodied in it. Smith and 
Ricardo did not deny that a thing must possess value-in-use, i.e., utility. 
But utility was not tlie cause of ralue. Relative values differed, not 
with relative utilities, but with relative amounts of labour that each 
, embodied. And Adam Smith clinched the issue by pointing out the 
paradox that things with greatest rsdue-in-use, (e.g., water) had often 
the least value-in-exchange. It should be noted here that Smith was 
not a rigid upholder of this theory. In his opinion such, a theory 
was only true in primitive times. But even then he admitted that 
highly ‘esteemed’ labour would command a higher value. But in 
•modern times after ‘stocks’ and land had been appropriated such a 
theory was non-applicable. In its place, he substituted a form of cost 
of production theory', Ricardo, however, believed that even in modern 
times, value was determined by the relative amounts of labour. 

The theory is unsatisfactory on many grounds. First, what is 
•exactly meant by ‘labour’? Labour may be of many grades, of many 
kinds— manual, mental, skilled, and unskilled. How can we compare 
skilled with unskilled labour? If the different kinds of labour cannot 
be reduced to a common measure, how can we compare relative 
') amounts of labour and determine their relative values? Moreover, 
' the amounts of labour rary with the efficiency, and intensity of work. 
How are we to find a common measure between them? Secondly, 
suppose two things, a pair of shoes and a piece of cloth are sold at 
the same price, are we to say that they embodied equal amounts of 
labour? Certainly not. Thirdly, what about the misdirected labour? 
Labour devoted to the production of things that cannot be sold? 
The labour of cutting a suit, which, when finished does not fit, 
has nothing to do with its value; in fact, its value is nil. 
Fourthly, according to the theory, once labour produces a commodity, 
its value can not change, being fixed already by the amounts of labour 
used up. But in fact, I'alues are constantly changing. Hence labour 
cannot be the cause of value. Lastly, the theory fails to explain the 
value of things, which are non-reproducible, like great works of art, 
etc The truth is that labour is only one of the elements, which affect 
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the supply, and therefore the value of a commodity. Other things 
being equal, a thing which required more labour to produce may be- 
higher in price than the thing which required less labour. That is- 
all. But in real life, other things are never equal, and it is ietter that 
the theory should be finally discarded. 

Marxian theory of Value: Karl Marx was the founder of 
the modern socialist movement, and he used the labour theory of value 
to assail the capitalist system. He studied at the British museum, and 
so was particularly Influenced by the British economists, especially by 
Ricardo. 

According to him, "the value of a commodity is determined by 
the quantity of labour expended during its production.”’ He did not 
,, , ... ... exactly deny that the thing must also possess 

utility, but he met the situation by citing 
necessary labour'. Adam bmiths paradox about the dispanty 

between value-in-use and value-in-exdiange. 
Value, according to him, was determined not only by labour, but 
belonged wholly to labour. But a part of the -value was always con- 
fiscated by the capitalist as interest, rent, profit, etc. Hence Marx’s 
furious denunciations against the capitalist system. Wiile the pur- 
pose for which he used his theory does not concern us, yet it may be 
pointed out that he completely ignored the important contributions to- 
-value made by the labour of organisers and inventors. 

His theory too suffers from all the defects of the labour theory. 
Is there a common measure among the different kinds of labour which 
we can use as a standard of value? After considering the claims of 
“labour time”, of ‘unskilled simple labour’, he finally selected 'simple 
abstract, human labour’, or ‘socially necessary' labour’ as his standard. 
But that does not carry us anywhere. What is socially necessary 
labour? To determine it, we must go to the market and see how 
much of other commodities can be exchanged for it. But that is to 
admit the influence of utility. Can we say that because a weaver is 
paid twice as much as a coal miner, the latter’s labour, as regards ■ 
social necessity, is in the ratio of 1 to 2 M’ith the former? The term, ’ 
‘socially necessary’, thus begs the whole question. Marx, however, 
boldly' faced the problem of misdirected labour. Such labour, he 
declared, would get no value at all; a perfectly justifiable statement, 
but one of the justness of which he would find it extremely_ difficult 
to con-vince the workman on the pay day. These difficulties have 
thus led to the shelving of the theory even by the socialists. 

Cost of Production Theory: The theory states that value is 
determined by the cost of producing the thing. It is different from the 
labour theory in that it reckons other elements, besides labour, in the 
cost of producing a thing; e.g., interest and ordinary profit. In course 
of time, the labour theory of value ivas found to be inadequate. In 
trying to re-cast the theory. Senior added to the labour-cost the 
remuneration for anotiier factor of production,, whicli he called 
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■‘abstinence’. Mill later added ‘risk’ as a cost element, and at his 
"hands, the' cost of production theory reached its full development. 

“^^alue, according to Mill, was determined in the long run, by the 
cost of production, which included the wages of labour, the interest 
on capital and the ordinary profit of entrepreneurs. Market values 
oscillated above and below this figure. If, at any time, the price rose 
■above cost of producing one unit, there would be a tendency towards 
increased production, increased suppl3', and finally falling price, until 
it would again become equal to the cost of production. Conversely, 
if the price fell below this figure, less iTOuld be produced, and the 
price would again rise. Thus competition would always keep the 
price equal to the cost of production in the long run. Rent, of course, 
■was not a part of cost, since it was considered to be a differential 
■surplus. 

This theory is also inadequate to explain ■value. First, it ignores 
■the important influence of utility. Cost of production, by itself, cannot 
- gi've rise to ■value; there must be utility 

influence before there can be value. If a man incurred 
a heavy cost in producing a thing which was 
-not wanted, he would not be entitled to get any remuneration. "A 
country in which the cost of production invariably fixed the value of a 
thing would be a businessman’s paradise, because he would never be 
■punished for his mistakes; we ignore half of our problem if we take 
■utility for granted”.’*' Secondly, die theory fails to explain the_ value of 
non-reproducible things. Thirdly, cost of production of a thing, once 
-produced, will remain fixed and unchangeable. But values fluctuate 
constantly. Values may rise or fall, irrespective of changes in the cost 
■of production. Hence the theory does not furnish a satisfactory 
explanation of value. FourJhIy, the theorj^ fails to explain the value 
■of joint products, like wool and mutton, where the separate cost of 
-production cannot be determined accurately. Fifthly, the expression, 
‘cost of production' which equals value may 
Cost is itself deter- bg only the prime costs. Lastly, cost of pro- 
mined by ■value. duction is itself dependent on value. The 

higher the price, the greater the stjpply; the greater the supply, the 
higher or lower wiS be the cost per unit. Cost, value, and demand, — 
they are mutually related to each other. Hence it is wrong to say 
■that cost of production detertnines ■value. 

Utility Theory: The theory states that value is determmed 
by the utility of the commodity. Things which possess greater utility 
will command a higher value in exchange for the things which possess 
lower utility, . A refinement of this Aeory is the marginal utility 
theory. Value, according to this view, is determined not by utility, but 
by Ae marginal utility; i.e., the utility of that unit which the consumer 


* Qay. Economics for tfic General Reader, P. 268. 
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is just induced to buy. Jevons in England was' a great exponent of 
the theory. 

Mere utility cannot give rise to value. There must be also some- 
limitation in supply. Otherwise, inspite of usefulness, nobody would' 
Utility is also itself W anj^ng for tlmt commodity. Similarly, 
dependent on value. things which possess the greatest utiht)', t.e., 

usefulness, like water, possess in many cases- 
the lowest ludue. The marginal utility theory does not of course suffer 
from these defects. The mistakes of these theorists lay in the fact' that 
they, made utility, or marginal utility as the cause of value. But 
marginal utility does not determine value. It is also determined by 
value. The greater the supply, the less the marginal utility. But the 
supply of a commodity depends on its price. The truth is that neither 
value, nor supply, nor demand can be called the cause of the others. 
Each influences the others, and is, in its turn, influenced by them. 

The theory is right in so far as it bases value on human wants-. 
The concept of marginal utility has also provided an important tool 
in economic theory, in that it skillfully blends two important influences- 
on value, — utilitj' and scarcity. But the theory is wrong in so far as 
it says that marginal utility governs value. It does not. Value only 
•measures mareinal utilitv. That is all. 



CHAPTER 24 

THE NATURE OF DISTRIBUTION 


What is Distribution? The economics of distribution deals 
with the division of the total product of the country among the various 
factors of production. The combined activities of labour, capital and 
organisation, acting upon the natural resources of the country, produce 
in every year a certain amount of goods and services. This is then 
distributed among the factors as their remuneration. Hence .there are 
as many shares as there are factors of production. The share of 
labour is called, 'wages’; the share of capital ‘interest’; the share of 
land 'rent’; and the share of organisation is called 'profit'. It should 
be noted that the economics of distribution does not discuss the problem 
of personal distribution, i.e., how the income of each individual is 
determined. But it deals with functional distribution, i.e., how the 
share of each factor is determined 

Two main (questions are involved in the tlieory of distribution. 
What is to be distributed? And how is it to be distributed? The 


first deals with the nature and the amount of national income, or 
national dividend. The second question is concerned with the theory 
of marginal productivity, tlie central principle of the theory of 
distribution. 

-What is Distribution? National Dividend: The amount 


that is distributed during a given period among the factors of produc- 
, tion consists of the aggregate value of all 
dividend ° goods produced and all services consumed 

during that period, after making proper allow- 
ance for the vvear and tear and depreciation of the capital-goods of the 
country. This national dividend may be conceived either in a broad 
or a narrow sense. In a broad sense, it includes the total flow of 


goods and services that is produced during a year. In the narrow 
sense, it includes only those goods and services that are exchanged 


against money, “National dividend is that part of the objective 
income of the community, including of course income derived from 
abroad, which can be measured in money.’’* A similar definition has 


also been given by Lord Stamp. 

Analysing the second definition, we see that we must count only 
those things and services, which are objective and which are exchanged 
_ , for money, 'thus the services which a person 

tions of this definition. renders to himself, and those which he per- 
forms gratuitously for members of his family 
or friends; tlie benefits which he derives using his own personal goods, 
or public property such as toll-free bridges, should not be regarded 


*Pigou. Economics of Welfare. 
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as parts of the national dividend. It should be noted that this type of 
definition often gives rise to paradoxes. It raises a rigid wall of 
separation behveen tlie things that tire e.xchanged for money and the 
things that are not. But these do not differ in kind. For example, 
Prof. Pigou mentions a paradox. If a man marries his housewife, tlie 
national dividend is thereby diminished. For the housewife, before her 
marriage,' was rendering some sendees for which she was paid wages 
and which, therefore, were counted in the national dividend. But 
after marriage, she is rendering the same sendees, but she is not paid 
any wages. Hence tliough the same amount of services is still rendered, 
the national dividend has diminished, as the sendees are no longer 
exchanged for money. But in spite of these paradoxes and limitations, 
this definition of national dividend in terms of money is generally 
accepted by economists. 

The national dividend may be measured in hvo ways. It may 
be said to consist of the ralue of those goods and services that are 
produced during the j'ear ; or of the values of tliose goods and services 
that ultimately enter into consumption in a particular year. Marshall 
defines the national dividend in the first way. "The labour and capital 
of the country', acting on its natural resources, produce annually' a 
certain net aggregate of commodities, material and immaterial, including 
sen’ices of ail kinds." From the annual gross produce we must 
deduct a certain amount to provide for the depreciation and the wearing 
out of plants and other capital goods, while the net income from 
foreign investments must be add^. This is, according to Marshall, 
the true national dividend during a year. On the other hand, 
Marshall’s method, according to Fisher, includes much that should not 
he included. The true national income is that part of tlie net product 
of a year, that is directly eousumed (and not produced) during a y'ear. 
An example would make the difference clear. Suppose a machinery 
has been produced during a y-ear. According to Marshall, the total 
value of the machinery, minus some allowance for depreciation, should 
be counted in the national diridend of that y'ear. But, according to 
Fisher, not the whole value of the machinery, but that part of it whidi 
is actually consumed in that year should be counted. Strictly' speaking, 
Fisher’s definition is more logical and accurate. But his definition 
would give rise to many' difficulties in the actual counting of national 
dividend. For it is easier to prepare an inventory of goods and sen'ices 
that are produced in course of a year than to prepare a list of goods 
and services that are actually consumed. Hence the Marshallian defini- 
tion, in spite of its theoretical inaccuracy, provides a better tool. 

There are three different metliods by which statisticians have 
measured the national dividend. Tlie first method is to determine the 


, value of all produce, industrial or agricultural, 

dTvitod. during the year, after maWng some 
allowance for the depreciation of the assets* 
The second method is to add togetlier the incomes of those persons who 
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pay income-tax and of those who do not pay the tax. The third 
method is to undertake an occupational census, by which the earnings 
of all persons employed in different productive activities of the 
country are determined. The aggr^te money-incomes thus derived 
ought to be equal to national dividend, provided we are careful 
in not counting in the money-incomes the value of gifts against 
which no services are rendered; interest on tire internal unproductive 


■debts; old age pensions; incomes earned by fraud, deception, etc. 
Further, care should be taken to avoid the pitfalls of double counting, 
I.C., we should not count one thing twice. The difScuIties that this 
question gives rise to are often perplexing. Lord Stamp mentioned 
a case. Suppose a barrister earns an income of Rs. 20,000, with the 
j help of his clerk, whom he pairs Rs. 1,200 

eoSrinv ' per year. Are we to count only Rs. 20,000 

in the national income, or Rs. 21,200? If 
we do the latter, the question may arise that we have doubly counted 
the same services and thereby inflated national dividend unduly. For, 
if we assume that the barrister earned Rs. 20,000 with the help of the 
services of his clerk, then the services of his clerk have already been 
evaluated in the barrister’s income of Rs. 20,000. To count again the 
■clerk’s income would be double counting. Clearly, therefore, we ought 
to reckon only Rs. 20,000. But it is really very difficult to determine 
whether the clerk’s services were additional to the sendees of tlie 


barrister, and hence should be counted separately. 

Such is the concept of national dividend, or national income. It 
IS at once the net product of, and the sole source of payment for the 
. . factors of production. Cannan umuld cora- 

^^CriUcism of the con- pigtely reject the idea of national dividend. 

■ In his opinion, "the incomes of the inhabit- 

ants of one country often depend very lar^jely on production in America 
and demand in China.’*’ In order to avoid such complications, we may 
try to determine the national incomes of the different countries of the 
world as a whole. But that is clearly impracticable. It is_ difficult to 
•understand why because we are sending "buttons or bicycles in exchange 
for ivory or rubber’’ with Central Africans, we should not be able to 
icnow our incomes? Everyone of us produces for a distant market. 
But does that prevent us from knowing our incomes? Of course this 
fact adds to the complications of counting our income. But it would 
he too pedantic to reject tlie frm'tful idea of national di-ridend only 
because much of our incomes is derived from foreign trade. 

How is it distributed? The theory of marginal productivity: 
The national dividend is distributed among tlie different factors of 
production as their remuneration. The process by which the share 
of each is determined is settled by the application of the principles of 
the theory of value. Just as the value of a commodity tends to equal 


* Cannan, A Rtvtczv of Economic Theory, P. 331. 



170 


INTKODUCTIOK TO ECONOMIC THEORY 


its marginal utility, so the value of each factor tends to equal its 
marginal productivity to the employers. The theory of marginal pro- 
ductivity is therefore the central doctrine of distribution. 

Just as the marginal utility of a commodity to an individual is 
tlie utility of that unit which he is just induced to buy at the current 
How marginal product- Pti“. SO the marginal productivity of a factor 
ivity is determined ? is the producti\dt 3 ' of that unit of the factor 

which the employer finds it just worth 
emplojdng at its existing price. It is measured by tlie additional 
product which accrues to the entrepreneur when he employs an, addi- 
tional unit of that factor, the supply of all other factors remaining 
constant. The marginal net product is thus the addition to, or the 
subtraction from the total output of a firm when a very small unit is 
added to, or ivithdrarvn from the supply of a factor, prowded the 
organisation of the firm is properly adjusted to the changed supply, 
i.e., it is organised in the most economical manner when the supply 
of a factor is (say) 100 units, and also when the supply is 99 units 
or 101 units. In this ivay, by adding to, or taking away one unit 
from the total supply of that factor, while keeping the supply of other 
factors constant, we can determine the marginal net product of each 
factor. And as in theory at least, all units of a factor are interchange- 
able, the productivit}' of this additional unit settles the prevailing rate 
that is'paid to all other units of that factor. 

Just as the concept of marginal utilitj' follows from the law of 
diminishing utility, so the concept of marginal productivity follows 
from the law of diminishing returns as applied to the organisation of 
a business. As more and more units of a factor are applied in a 
business, the supplies of other co-operating factors remaining constant, 
output may increase for the time being more than proportionately. 
But soon a point will be reached when the addition of a further unit 
of that factor will increase the output less than proportionately. If we 
go on adding more and more men to a factor}^ a time will come when 
the addition of more men will not increase the product proportionately. 
An employer will go on adding more and more units of a factor to his 
business ; the additional product due to tliat factor goes on diminishing. 
A time will come when the productivity of an additional unit just 
balances the price that he has to pay for it. This unit is the marginal 
unit of that factor, and its productivity settles tlie remuneration of all 
units of that factor. He will not employ any further unit, for the 
productivity oi this unit will be less tlian the price that he has to pay 
for it. 

In a freely competitive market, where many firms are producing, 
we can assume tliat the influence of a particular firm on the prices 
. . ■ either of the product, or of the factors of 

productioo will be so small as to be negligible. 
The particular employer must accept the 
market price for this product. So also the price that he will have to 
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pay for any unit of the factors is fixed for him by the rate that the- 
factors might have earned when employed by another entrepreneur,, 
or in another industry'. Witli the prices of the factors thus given, the 
employer -rvill always try to combine the various factors- in such a 
way that his costs of production are the minimum possible. He will' 
continuously vary the quantities of the factors that he uses,, until the- 
price tliat he has to pay for each unit of them will just Be equal to- 
their marginal net products to him. If he thinks that 1^ emploj'ing 
more labourers, he can obtain an output that is greater than their 
wages, he will employ the labourers. He will employ additional 
capital if he thinks that the addition to the total product is more than 
the expenditure on account of interest Similarly, he will use more 
of labour, and less of capital and land, or more of capital and less of 
land and labour, or more of land and less of labour and capital, if he 
thinks that thereby he will minimise his costs. Thus he is constantly 
giving effect to the principle of substitution. He is substituting and' 
combining land, labour and capital in such a way that the increase 
of the product due to the employment of the additional units of any 
factor will be just equal to tlie price that he has to pay for them. If 
the net product of any factor is less, or more than the price, he will be 
under an inducement cither to contract or to expand the use of that 
factor. Hence in order that equilibrium may exist in the size and 
the methods of production of a finn, the necessary condition is that 
the value of each factor of production will be equal to its marginal 
net product. The share of each factor will, therefore, in equilibrium, 
he detennined by its marginal productivity. 

This is, in short, the theory of marginal producti-vity. As -we 
have seen, it rests upon the following assumptions: First, it assumes 
, that all units of a factor are homogeneous, so- 

thwo™'' substitute the various units indis- 

criminatclj'. Secondly, the different factors, 
though co-operating with each other in the production of a commo- 
dity, can yet be substituted for each other in the sense that at the 
margin, we can use either more land and labour, or more labour and 
less l.and and capital. Hence, thirdly, it presupposes the possibility of 
a continuous variation of the u.se of the factors. Lastly, it. is based on 
the law of diminishing returns as applied to the organisation of a 
business. 

The theory can be applied to explain rent, interest, wages and 
profits. If an entrepreneur cultivates more and more plots of land 
with a fixed amount of labour and capital. 
The theory .-is applied ti,g mtal produce will increase at a diminish- 
ing ’•ate. The rent of a fixed plot of land, 
^ n.ssuming all plots to be equally fertile will 

tend to equal the marginal productivity of that plot. The marginaf 
net product of capital is what the whole industry produces when one 
unit is added, minus what it can produce when that unit is taken away. 
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provided in both cases, the supply of other factors remains constant, 
and proWded the industry is organised in both cases in the most appro- 
priate -way. The interest on capital will tend to equal this net product 
Wages will tend to equal the extra product that will result from the 
empl03'ment of an additional labourer, otlier tilings remaining the same. 
Lastly, profite, or the shares of an entrepreneur are the amount which 
the community is able to produce with his help over and above what 
it could produce without his help. 

The theory has been subjected to a great deal of criticism. A 
most common criticism is tliat advanced by Taussig, and also by 
There is a ioint mo and Adriancc. In their opinion, 

■duct, but no separate pro- Product is a joint product, and cannot 

duct of any factor. be separatel}- ascribed to either capital, or 

labour, or land. It is impossible to i.solate 
and measure the 'spqpific* product of each of the factors. As Carver 
puts it, ‘'you_ cannot unscramble the eggs.” The product is tlie 
inextricable mixture of the different factors. But this misconceives 
the use of the marginal productivity theorj'. 1 \'hcn we say that the 
marginal net product of a factor is this, we do not mean thereby that 
this net product is due solely to that factor. We merely impute that 
product to that factor. There is no other way. except this, of measur- 
ing the pn'ices of factors used jointl3' in production. It is merely a 
case of joint demand, and the same situation also appears in the case 
-of consumer’s goods like butter and bread. Tlierc is no more special 
■difficulty about separating the productivity of labour, or capital on the 
ground that it is alwai's associated with other factors, than there is 
about determining the utility of butter, bec.Tuse it is al\\a3-s demanded 
avitli otlier goods. 

Secondly, another criticism of the theory has been stated by Wicser. 
and the same attack has been made by Hobson. The marginal net 
product cqnnot afford a good measure of the services of a factor, 
because when one unit is withdrawn from production, that would so 


disorganise the whole business that productivit3’ of other agents will 
be considerably diminished. Hence the amount b3' a'hich the total 
output will diminish when the marginal unit is withdrawn will be mucli 
larger than what can he imputed to that unit alone. Hence follows 
the paradox that the -sum of the marfpnal net products of all the 
factors, as determined separatel3- according to the thcoiy, will be 
greater than the actual total product, — an oln-ious absurdit3’. The error 
in this line of reasoning lies in fixing attention upon a small businc.ss 
■organisation and large units of factors, lint generally the actual size 
■of the business is so large, and the ordinari* units of the factors are 
so small that the withdrawal of one unit of a factor will not affect the 


productivity of other factors appreciabl3'. Theoretical^ of courec, the 
units must be infinitcsimalh' small. But the error, or the difficulty 
resulting from this belongs to what Marshall calls, "the second order 
•of the smalls,” and hence ma3' he neglected. 
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Thirdly, the opposite criticism is that answered by Wiclfsteed. 
The sum of tlie marginal net products of all factors will' be less than- 
the total product, thus leawng a surplus. Widcsteed disproves this 
criticism by assuming that the proportional increase of all the factors 
will increase tlie quantitj- of the product in the same proportion. That 
is, he assumes, constant returns; but this assumption is not always 
valid, and introduces certain difficulties. 

Fourthly, another serious difficulty m'th regard to the measure- 
ment of tlie marginal net product is that the marginal productivity of 
a unit of a factor to a particular firm will be considerably less than' 
that to the industry as a whole when there are economies of 
large-scale production. For, a greater division of labour proceeds as 
an additional unit is made available to the industry. When the 
increase has worked .its full effect, that is, when the whole organisa- 
tion of the industry has been adjusted to the new supply, it is quite 
possible that the marginal producth-ity of a factor to inffividual firms, 
is less than that to the industiy as a wliole. Thus so far as production 
takes place under increasing returns, the determination of the marginal 
net product is surrounded by a margin of doubt.* 

Fifthly, Hobson denies the possibility of rariation of the use of 
the factors. .According to him, the actual technical conditions of the 
business, and the existence of fixed capital, like machinery, etc., dictate- 
the proportions in whicli the factors are to be used. There are many 
machines which will require the services of onl}- one labourer. The 
emplo)'ment of two labourers will be useless under such circumstances. 
The combination of the different factors is thus predetermined by tlie 
technique of the business, just as the proportions of the ingredients for 
a cake are rigidl}'- fixed by the recipe. Hence unless we can -vary the- 
use of a factor, we cannot determine its net product. But in general, 
there is an infinite possibility of mrying the proportions in which the- 
different factors can be combined. Progress in business organisation 
is really possible only because such variations are possible. Moreover,, 
if we take a long period, tlie existence of fixed capilM introduces no- 
serious difficulty regarding the possibility of variation of the use of the 
factors. For in the long period, there are no supplementary costs, 
and the machineries have to be either renewed, or replaced by other 
factors. Hence it is not appropriate to deny the possibilities of 
■variation. 

lastly, tlie serious criticism of the theory is that it takes the 
supply of the factors as given, and then explains why they are demanded. 

The factors are demanded because of their- 
_ The theory ignores fte marginal contribution to the employers. But- 
demand alpne cannot explain the value of any- 
suppj- e. thing, much less of a factor of production. 

The suppfy of the factors is not fixed, but is elastic to a considerable- 
*Joan Robinson. Ecoitotiiics of Imperfect Competition. P. 327. Also Pigou.. 
Economics of Welfare. Hicks. The Theory of Wages. Appendix. 
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■degree, being dependent, for example, on the remuneration paid to 
itliem. IVe cannot assume tiiat llic rate of interest will not influence 
tlie supply of capital, and thus affect the net product of capital. The 
-marginal net product is thus a variable quantity depending on a great 
•number of factors; and for this reason Marshall admits that "the 
doctrine throws into clear light the action of one of the causes that 
govern wages." 

The marginal productivity is thus an important influence deter- 
mining the remuneration of the factors of production. It should be 
noted tliat the theory only states what the 
emplo3'ers can pay to the factors. But in 
actual life, there is no perfect competition as 
is assumed in the theorj-. There is a con- 
tinuous friction in the economic system which • prevents the proper 
adjustment behveen interest, rent, wages and the marginal net pro- 
■ducts. But a continued mal-adjustmcnt will set up tendencies towards 
removing the discrepancy. 

Lastly, the theory of distribution docs not canj- with it any 
ethical justification. The marginal productivity theory seems to imply 
that because the factors get what they produce, the present distribu- 
tion of income is just. But it should not be forgotten that the market- 
value which tends to equal the marginal net product bears no necessary 
relation with the social service. Hence tlic theory should not be 
applied to justify the present distributive system. 


In actual life there may 
■he divergence between net 
product and value. 
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The meaning of Rent: The ordinary use of the term “rent” 
means any periodic payment for the hire of anything, such as carriages, 
piano?, buildings, etc. This is not the sense in which the term is 
used in Economics. In its usual sense, it means tlie payments made 
hy the tenants to the landlord for the use of a building, or of a farm. 
But this makes no distinction between the income from the use of land 
and the return for the investment of capital in land. Only the former 
is to be called rent in Economics, and tire latter is interest. Economic 


rent, therefore, is the payment for the services of land in production. 

The rent that is usually paid by a tenant, i.c., gross rent, includes 
(ff) a payment for the use of land as such, i.e., economic rent; (&) a 
Gross rent and rent «turn on the capital invested in the building 
proper. °ther improvements i.e., interest, and 

(c) a payment for the services of the land- 


lord or his agents in supervising the investment in land and building 
J.C., wages. It may also include some payment on account of the risks 
•which fire land-owner might have borne in developing the land. 


Ricardian theory of Rent: The classical theory of rent is 
usually associated with the name of David Ricardo, though it should 
be noted that the tlieory was stated in a crude form by other writers 
before him. According to him, “rent is tliat portion of the produce 
of tire earth which is paid to the landlord for the original and 
indestructible powers of the soil.” All lands are not equally fertile; 
there are inherent differences between different plots of land. Rent 
arises because of the differential advantage in production possessed by 
the superior lands over inferior lands. 


Following Ricardo, let us suppose that a batch of settlers go to 
a new country, and begin to cultivate the lands. At first, they would 
cultivate only the best lands. As long as there is a plentiful supply 
of best lands, nobody would pay anything for land. The produce 
that is raised on tire best lands is sufficient to meet the demand of the 


settlers. That community rvill pay no rent because nobody will pay 
anjthing for an agent whose supply is unlimited. Let us next suppose 
that another batch of settlers go to the country. The remaining best 
lands would soon be cultivated. But the total produce that is raised 
on all the best lands may not be sufficient to satisfy the increased 
demand for food. Under the circumstances, new settlers must begin 
to cultivate the next best lands, or the second grade lands. These lands 
yield less than the best lands. To the application of the same amount 
of labour and capital, the best land ydelds (say) 35 bushels, and the 
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second gradq land j-ields 30 bushels. The price of wheat must be such, 
that by selling 30 bushels of wheat, the expenses of employing that 
amount of labour and capital (including the normal profits of mtiva- 
tion) must be covered. Otlierwise the second grade lands would not 
be cultivated. When the second grade lands are cultivated, the best 
lands yield a surplus of S bushels above the expenses of production, 
which are the same on both classes of land. This surplus is rent, 
whether it is pocketed by the landlord or tenant. Similarly, if the 
demand for agricultural produce remains unsatisfied after all the second 
grade lands have been cultivated, the third grade lands must be culti- 
vated. These )-icld less than the second grade lands, and so when 
they are cultivated, the second grade land yields a surplus; and the 
first grade land, a larger surplus. The second grade lands will then 
yield some rent, while that of the first grade lands will increase. This 
surplus, or rent arises because of the superior fertilities of the best 


lands. 

Suppose labour and capital (including the profit of the cultivator) 
that are applied to one acre of first class lands u-ill get their normal 
rewards if the total produce sells for Rs. 70 (f.e.. Rs. 2 per bushel) ; 
and let us suppose that the price of each bushel is Rs. 2. At first 
there is no surplus, and tire total sale proceeds are distributed among 
the labour and capital tliat arc engaged. Suppose, owing to the 
increase of population, demand for agricultural produce rises. As 
there is not sufficient supply the price rises from Rs. 2 to Rs. 2 1/3 
per bushel. It becomes profitable to cultivate tlic second class lands 
with the same amount of labour and capital. The produce per acre 
is 30 bushels and its price is Rs. 70.— the sum just sufficient to 
remunerate the labour and capital. Since there ran 
in the market, the produce of the 1st class land uill seU for Rs. 81 2/3. 
The expenses on account of labour and capital are Rs. /O. The 1st 
class land will, therefore, yield a rent of Rs. 11 2/f . 

Morco\-er. the best lands will be more intensively cultuated as 
the demand for agricultural produce rises. But as more labour and 
capital are applied, the law of diminishing 
Rent and the law of returns will come into operation. The second 
D. R. “dose’’ of labour and capital will rield less 

than the first; and hence there vn’ll be a surplus on Ae earlier dose» 
of labour and capital over the marginal dose. As tlie best land is thus 
cultivated more intensively, its rent will rise. _ . - 

Lastlv, situation is also a factor in the determination oi rent. 
Suppose all lands to be equally fertile, but some are 

‘ ^ market, while others are situated at a distance 

Situational rent from the market. The jield from all Ms 

per acre is 33 bushels. If the pnee of^^neat 
is Rs. 2 per bushel, the distant lands will not be cultivat^. 
addition to the expenses due to labour and capital aPPj>=d 
tion, which are tlie same on all land, tiiere is some additional expendi- 
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ture involved in sending the produce from the distant land to the 
imarket. So the cost %vill be hjgher on these lands. As the supply from 
tile distant lands falls off, the price of crops therefore rises, and mfist 
‘be such as to meet the additional expenses of transport from the distant 
-lands. The better situated lands, therefore, yield a rent. So all lands 
.yield a rent because of differential ad\'antages possessed by eacli piece 
-of land, the advantages being either of fertility, or of situation. 

As a natural corollary of his theory of rent, Ricardo held that 
irent was the result of price and therefore did not enter into price. 

produce tends to become 
■into price. production on the mar- 

ginal land. If the price of produce obtained 
on the ^ marginal land does not cover the cost of production, that 
land will be naturally witlidrawn from the cultivation of that crop. 
As a result, the supply of that crop will fall, but if the demand 
'for foi^stuffs is the same as before, the price will rise until 
the cultivation of that crop in those lands will be again paying. Thus 
the price of tlie crop will correspond to the cost of production of that 
crop on the marginal land. But tlie marginal land 'ex-hypothesi’ is 
a no-rent land. Hence rent is not a part of the cost of production 
■of the crop and consequently of its price. Thus according to Ricardo, 
higli prices are the causes of high rents, and not vice versa. 

The Ricardian theory of rent has been subjected to a good deal 
of criticism. First of all, it is pointed out that there are no inherent 
and indestructible powers of the soil. Good lands, after a few years 
■of cultivation, lose their fertility because the chemical composition on' 
'which fertility depends is exhausted after a few years of continuous 
cultivation. This is of course true. But land also possesses certain 
qualities like the soil composition, humidity, the climate etc.^ ^vhich 
are indestructible. ' 

The second criticism offered by Carey and Reseller is directed 
against Ricardo's order of cultivation. They point out that in neiv 
countries the best lands are not invariably cultivated first. Those 
lands situated near the* human habitation are first cultivated, whether 
tliey are good or not. Thus the order of cultivation laid down hy 
Ricardo is wrong. To this objection Walker replies that when 
Ricardo referred to the best lands, he took both fertility and situation 
into his considerafion. 

Another criticism against the Ricardian theory is that his con- 
tention that rent does not enter into price is unwarranted. We shall 
have a thorough discussion about the relation of rent to prices later 
in this chapter. 

The Theory of Rent further considered; Rent is the price 
paid for the •services of land, and like all prices is to be 
■explained by the theory of demand and supply. Rent depends 

on the demand for land, and tlie supply of land available 
/an a counfiy. The amount of produce, and the margin of 

12 
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Rent and marginal pro- 
ductivity. 


cultivation on the demand side* depend upon the number of popula- 
tion which consumes the produce; and on tJje supply side, tliey depend 
on. the extent .and fertility of the at-ailable land. Thus while the 
existence of rent does not call for a special explanation, the theoiy 
that has heen stated is not inconsistent with the ordinary explanation 
of value. Only it goes a little further, and attempts to show the. 
process by which rent came to arise. 

It is not difficult at all to explain rent in terras of the general 
theory of marginal productivity. Let us assume, as in ffie case of 
labour, that all land is equally fertile, and 
situated at the same distance from the market. 
In short, differences in fertility and situa- 
tion are assumed to be non-existent Suppose that a farmer is cultivat- 
ing 100 acres of land wth (say) 100 units of . labour and capital. He- 
is getting a certain amount of produce. He tlien takes up another 
acre of land, all other things remaining the same. So he will have 
to apply 100 units of labour and capital to 101 units of land. Each 
acre of land will then be cultivated more extensively than before. Total 
produce will now increase, but at a diminishing rate, and the amount 
of increase measures the marginal productivity of one acre of land. 
Rent will tend to equal the marginal productivitj', and each acre will 
bring this amount to its owner. 

But the different areas of land do not possess tlie same fertility and 
rent will differ accordingly. The existence of the difference cora- 

„ „ plicates the explanation of rent, but does not 

any new principle, Th differences 
in fertility and situation are important factors 
in the determination of the awount of rent. The rent of any given 
area of land does indeed depend on its superiority over the no-rent or 
mar^nal land. But it is not true to say, that rent will not exist if 
there are no differences in fertility or situation. Let us suppose that 
in a particular country, there are just 10,000 acres of land, all of uniform 
quality, and that each acre yields only 30 bushels of wheat, if 
appropriate amounts of labour and capital artf applied to it, so that 
the total produce is 300,000 bushels. Let us suppose that the costs 
of labour, capital, profit of the farmer etc., amount to Rs. 60 per acre,- 
so that the total cost of producing 300,000 bushels is Rs. 600,000; 
Let us suppose, further, that at the price of Rs. 2 per -bushel, only 
300,000 bushels are demanded. Under this circumstance, total sale- 
proceeds exactly equal the cost, and notiiing will be paid for land. 
Suppose, further, the demand for wheat increases. In order to increase 
the produce, each acre of land is cultivated more intmsively than- 
before. Costs of production rise, and to cover such rise, the price 
must increase. Cultivators get a surplus produce from the applica- 
tion of the first dose of labour and capital. Hence rent will exist so- 
long as the possible output from land is sucli that demmid can not he 
satisfied, and the price rises above the cost of production,. 
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“The theory of rent of land is no isolated economic doctrine, but 
merely one of the cliief applications of a prrticplar corollary from the 
general theory of demand and supply. Kent arises because there is 
a scarcity of land in relation to demand. The only peculiarity is that 
the scarcity of land is more or less permanent, while the scarcity 
of other commodities is temporary. This fact introduces certain 
peculiarities, but does not make the theory of rent in any way different 
from the general theory of value. 

Rent and Price: Rent, according to Ricardo, is the result of 
price, and hence does not determine the price of agricultural produce. 
Rent is the difference behveen the produce on the superior land over 
that of the marginal or no-rent lands. The marginal land pays, by 
hypothesis, no rent; and since the price of agricultural produce tends 
to equal Ae cost of production on the marginal land, rent does not 
determine the price. It is not true to say that rent is high, and there- 
fore, the price of com is high. Tlie correct statement is that the 
price of com is high, therefore rent is high. It is only when the price 
is high that the inferior lands are brought into cultivation, and the 
superior finds yiefd a surplus above the cost of production. 

This statement has often been misunderstood. Of course it is 
true that to the individual businessman rent that he pays for his factory 
T j 1. j- expenses of production 

coA™ aisutiliiy which he must cover. From the individual 

point of view it is regarded as a part of the 
cost of production.But Economics is not concerned with the individual 
point of view. From the social standpoint, taking the land supply as 
.a whole, the payments on account of land are not a part of the costs 
that make up the supply price of a thing. We have seen that all 
expenses of production reflect real cost of production. The supply 
of either labour or capital involves disutility, and hence a payment 
must be made to overcome this disutility. Wages and interest are 
therefore a part of necessary costs. But the supply of land as a 
whole involves no such disutility. It is a free gift of nature, and there 
is no element of real cost in the supply of land. The payment on 
account of the services, of land are not therefore a part of the necessary 
cost of production; i.e., necessary to overcome any disutility. 

This will be obyious if we suppose what would happen if no wages 
were paid. The result would be that the supply of labodr would fall 
off materially, because very few ‘people would work without any 
remuneration. Moreover, the population would decrease as the 
labourers would be unable to maintain themselves. Wages, therefore, 
must be paid if the supply of labour is to be kept adequate. But not 
so with land. If no rent were paid, the total supply of land will not 
go out of cultivation. The supply of land has not to be renewed; 
it needs no expenses of maintenance. Even if rents were materially 
reduced, or not paid at all, the supply of land would still be available 
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for cultivation. In this sense, therefore, rent is not a part of the 
supply price of a product. 

TIius if we regard tiie supply of land as a whole, the total of 
rents paid docs not form a part of the price of the produce. But the 
supply of land for the cultivation of any particular crop is not limited. 
A plot of land has alternative uses. In order to produce more paddy, 
more plots of land have to be cultivated. In order to attract more 
plots of land to the cultivation of paddy, tlic people would have to 
offer at least that amount which a plot of land would have earned 
when jute was cultivated. This is the transfer cost of land, and it 
enters into the cost and the price of paddy. If this cost is not met, 
the land will not he available for the cultivation of paddy. From the 
point of view of tlic supply of land as a whole, rent is a surplus above 
cost, and is not a part of the price of the produce. But from tlie point 
of view of the supply of land for any particular use, the rent to be 
paid is not a surplus, but a part of the cost of cultir-ation of the crop. 

Urban Site Rent: Urban site rent is determined on the same 
principle as the rent of agricultural land. But in the ease of urban 
sites, differences in fertility are of no importance. Their rent mainly 
depends upon the relative situational advantages of tire different sites. 

Tire rent for houses built for residential purposes depends upon 
situational advantages — such as broad street, frontage on parks etc. 
But other factors also enter in the determination of demand of some 
spots to tlie e-vclusion of others. “Nearness to one’s kind is in many 
cases alone sufficient to explain tlie demand for some spots. Crowded, 
noisy and unhealthful city streets attract tlic working-class more tlian 
quiet lanes in the country," The rich arc attracted to other quarters, 
W'herc tlic fashionable people live. Certain streets arc flocked by those 
who irant social distinction. 

■ In addition to situational adi-antagc, investment of more capital 
on the same plot of land for adding .additional storeys also gives rise 
to rent. The law of Diminishing Returns operates both on agricultural 
land and on urban sites. After the addition of a few storeys the 
marginal storey is reached where the annual cost of management, main- 
tenance and upkeep is cqu.al to it.s rental laluc Due to many reasons 
the lower storeys arc rented at a progressively increasing rent, 
especially when the building is let for commercial purposes. The 
difference between tlic letting values of the lower storeys and the 
marginal storey constitutes rent. 

All building sites give rise to the problem of unearned increment. 
The suburbs of a town at first command a low rent, but as the town 
is extended, the suburbs acquire v.ilue and 
Unrc.imcd increment t(,e bujlding sites begin to command higher 
rent. Similarly, with the opening of new 
streets or with the building of new parks, sites facing those streets or 
parks cam high rent, though the owners of such sites have done 
nothing to enhance the value of their sites. Agricultural land some- 
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times earn unearned increments, e.g., when a town springs up in the 
vicinity of such lands and those agricultural lands are used as suburbs 
or when railway lines are opened and Jands become connected with 
some market. The increase in the rents and the capitalized value of 
urban sites is a common experience in many countries. This reaping 
of unearned increments of rents by the orvners gives rise to complex 
social and political problems. The socialists maintain that such 
unearned increments should be confiscated by the state and the 
exchequer finds them proper objects for heavy taxation. 

The Rent of Mines, Quarries and Fisheries : The working of 
mines and quarries differs from the cultivation of agricultural land 
, . mines and quarries, are sooner 

exhausted, while &e land" is a peren- 
nial source of income. The payment made by 
the leaseholders of mines and quarries includes two sorts of payments, 
one is royalty for the exhaustion of the contents, and the other is the 
payment analogous to rent for the differential advantage of one mine 
over the marginal one. This last factor constitutes economic rent, as 
it is calculated from the marginal unit We find both extensive and 
intensive margins in the working of mines. The extensive margin is 
obtained by comparing different mines, and the intensive margin is 
obtained from the working of the same mine more intensively by the 
application of more and more capital. 

The leaseholder of a mine generally makes two sorts of payments ; 
one an agreed annual rent known as the dead rent, calculated on the 
principles of agricultural rent; the other is the royalty, payable at a 
fixed rate on each ton of mineral extracted. Now the question is 
whether the royalty is to be regarded as rent proper. Marshall holds 
that the royalty is the compensation for the exhaustion of the minerals, 
and is quite different from rent. Taussig holds a different view. He 
doubts whether any payment at all, royalty or whatever it be called, 
can be secured by the owner of the poorest mine. Deposits of this 
sort are at the margin of utilization and at the margin there is no 
surplus of any sort. According to him, where royalties are paid for 
well-known mines they are simply rent, because the poorest mines can 
make no payment, whether dead rent or royalty. 

Fisheries, where perennial supplies of fish can be obtained, have 
an income in the nature of rent, the rent being measured upwards 
from those fisheries which are regarded as marginal either because of 
their low productivity, or because of inaccessibility. 

Economic Progress and Rent: Following Ricardo, let us 
suppose that an improvement is effected in agricultural machinery, or 
an improved type of manure is invented 
Agricolim-al improve- by which production per acre of field 
increases very much. Tiien the net result in 
any case will be that there will be more produce per agricultural 
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labourer. Supposing that tlic demand for agricultural produce docs 
not rise, the increased production would bring down prices. The 
marginal lands (r.c., the lands which were barely worth cultivating at 
the older and higher prices), would go out of cultivation, and the 
aggregate rents would fall. But the improvements may affect the 
rents of the different grades of land differently. Better lands may 
respond in a higher degree to improvements than lower grade lands. 
In such a case instead of falling, rents on better lands might increase. 
But if the improvement affects the lower grade lands only, tlicn they 
may' become as productive as the letter grade lands. In such a con- 
tingency the rent of better class lands may fall or dwindle to zero. 

Now we shall consider another class of improvement viz., 
improvement in transportation and its effect on rent. If, by some 
invention, transportation is cheapened in a 
Improvement in tranr- particular country, the rent arising out of 
situational advantage will gradually dwindle. 
The market will be supplied from the outlying districts of the countia' 
and consequently the rent of lands near the market will fall and the 
rent of the lands in the outlying districts will rise. Similar is Hie case 
when an old country is suppliS by the produce from the fertile areas 
in new countries. The rent of newly oiwncd-up areas rises while the 
inferior lands at home go out of cultiwation. Therefore the aggregate 
rents fall in old countries and rise in new countries. 


The amount of rent varies directly with the growth in the number 
of population. An increase in population creates a grc.Ttcr demand for 
agricultural produce. This extra dcm.and is 
Growth of population. met cither by intensive cultivation on the 
better grade lands, or by having recourse to 
inferior lands. The margin is lowered and the rents tend to rise. 
Further, the growth of towns encourages the tise of land for purposes 
other than the raising of produce. This brings about a greater scarcity 
of land than before for agricidlural purposes. Hence tlie rent increases 


still more. • . , 

Lastly, as the incomes and the stand.ird of Imng of the people 
rise, the proportion of their incomes spent on the staple articles of food 
diminishes. The capacity of the human stomach is limited, and so 
when Utc income is doubled the individual may double liis consump- 
tion of many things, but be will not double bis consumption of simple 
forms of food. The proportion of income spent on foodstuffs thus Mn- 
tinually diminishes. Hence with the risc_ in the standards of living, 
the price of agricultural produce falls relatively more to those of otlicr 
industries, or docs not rise ns much as in other indiistnes. The rents, 
therefore, fail to rise as rapidly as the incomes from other industries. 
This liappened after the first world war. 

Quasi-rent: The concept of quasi-rent was introduced into 
Economics by Marshall. By quasi-rent he meant the income derived 
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from machmes and other appHances of production made by man." 
His argument is that the supply of land and other free gifts of 
^ IS fixed for all time to come. The 

ivatare of quasi-rent stock of appliances made by men may remain 
, . fixed in short period, but tiiis supply may be 

increased to a considerable e-xtent if sufficient time is allowed. We 
have already seen that the income from any agent of production which 
IS permanenUy fixed in supply is to be regarded as rent If limitation 
in supply gives rise to rent, we may call the income from ei-erv 
propeitj' whose supply is limited, whether permanently or temporarih% 
rent. ^larsball suggests that the income from those things 
which are permanently fixed in supply should be regarded as rent; 
whereas the income from those things which are temporarily fixed in 
supply should be regarded as quasi-rent — 'renf because, it partakes 
of the nature of rent as its supply is limited, hut at the same time, 
'quasi' because the limitation in snppfr is not permanent, but more 
or 1 ms temporary. To take an illustration, suppose the demand for 
fish increases suddenly in a particular season. The supply being not 
equal to the demand, the price will go up. Of course, fishermen, 
t^pted by the high price shall try to catch more fish by working extra 
time and by requisitioning boats and nets which were out of use. 
But strll the supply cannot be equal to the demand. If the demand 
persists for a longer period, new boats and nets will be made and 
more persons wiU be attracted to the trade and toe supply price will 
come down to its former level. The income from their boats and nets 
is to be regarded as quasi-rent This illustration was chosen by 
JIarshall in order to show that the supply of man-made appliances 
may fall short for the time being, but their supply may he increased 
later on. From this it is not to be supposed toat quasi-rent is toe 
surplus of income over normal return from appliances made 1^ men, 
whether considered in the short period or in toe long period. Flux 
and others hold that toe quasi-rent is not toe whole of the income 
derived from property, but only the excess over toe normal return. 
Flux would regard any defidency between such income and normal 
return as ‘native quasi-rent’. But these condusions are unwar- 
rentrf. The whole of the income at any period from man-made 
appliances is to he regarded as quasi-rent and not merdy toe surplus 
hr deficiency over normal return, 

_ The likeness beto'een rent and quasi-rent lies in tiiis: in the short 
period toe supply of appliances is a fixed stock just as land is, toe 
income from such appliances in toe short 

quasi-rent there is also unlike- 

ness between rent and quasi-rent. Land in 
old countries is approximately a permanent and fixed stock, while the 
appliances made by man are a flow capable of being increased or 
diminished at will with luriations in demand. The permanent scardty 
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of land gives rise to the phenomenon of rent, and rent as we know' 
does not enter-into price. In the short period due to' tile shortage in' 
supply of man-made appliances or improvements, the income from these' 
sources does not always bear any relation to costs of production. But' . 
in the long period the quasi-rent is not a real surplus; the sum total' 
of all quasi-rents must cover the normal return to capital. In the fong" 
period, tlierefore, quasi-rent is not a real surplus, but enters into cost' 
of production. . Hence it is an tmnecessary projit in the short periods 
but a necessary part of normal profit in the long period. 

There is a second sense in whicli Marshall uses the term quasi- 
rent. He holds that quasi-rent is an element in wages* and in profits. 

The income of a man which is due to acquired 
. Quasi-rent- as an cle- personal qualities is in the nature of quasi- 
ment in prafit and wages, person is supposed to have a cer- 

tain capital invested in training or accustoming him to some lucrative 
occupation and the income which he derives from the qualities he thus- 
acquires. . . .is to be called quasi-rent when thought of not in rela- 
tion tb the capital invested but as a certain amount in the same Tvny 
that rent is thought of.* It differs from what Marshall calls the rent 
of "e.vfraordinary natural abilities" because these arc given by Nviurr 
like 'pur? land. . 

Thus Marshall docs not stick to his own definition of quasi-rcnt 
as an income from appliances made by man. Cannanf rightlv objecU- 
to Marshall’s application of the term in the second sense. There 
a good deal of difference between the ownership of an arjihance and 
the possession of personal qualities. You cannot distinguish betu'een- 
the income derived from the source of current labour and the part 
derived from the source of personal qualities. Marshall himself says 
"human beings arc not brought up to tlicir work on the same principles 

as a machine, a horse or a slave.” , . . , i.i 

Hence it is better to regard the income derived from labour as 

a whole, the differences in the '"““cs. ^ 

by the distribution of natural and acquired talents, | 

classification of labour incomes into income from personal labour and 
the income from natural or acquired qualities. 

(The relation of interest to quasi-rcnt is considered in the ne-v-t 

chapter). 


♦ Marshall— Princiyifw of Economies. Page SM. 
iA Review of Economic Theory. Pages Z27-29. 



CHAPTER 25 
INTEREST 


Interest is the price tiiat is paid for the use of (he factor 'capital'. 

In Economics, tlie term, 'interest', refers to the payment for the use 
of capital, when there are no risks of non- 
Gross and net interest. p.aynient, when there are no inconvenience 
and no additional work consequent on the 
loan. TJiis is also relerrcd to as ‘pure’, or 'net' or 'economic' interest. 
But the sum tliat is usually paid by a borrower includes, besides pure 
interest, payments to cover the risks, payments on account of the 
troubles and inconveniences to which the lender is put and also pay- 
ments on account of the work that the lender is called upon to do. 
This gross interest includes (a) i.c., the payment on account of the- 
use of capital only; (b) insurance against risks; (c) payment on 
account of trouble and inconvenience. These risks have been dividetf 
by Marshall into two classes, trade risks and personal risks. The- 
former arise from the fact that before production is over the demand' 
may change, or the price of naw materials may fall, or new inventions- 
may lower the cost and hence the price of the product may also fall. 
The latter arise from the fact that the borrowers may be dishonest,, 
or incapable. The lender must be paid an additional sum to recom- 
pense liim for these risks. Where a loan involves risks, the lender 
is put to a great deal of trouble in keeping these risks as sniall as 
possible. Moreover, the borrower may repay at a time very incon- 
venient to the lender, when he cannot find any fresh outlet^ for his 
capital; or the lender may be called upon to invest his capital for 
periods longer than he thinks desirable or safe. The greater the incon- 
venience, the higher the gross interest, (d) I-astly, gross interest also- 
includes payments on account of work. Every loan involves _ some 
amount of work in keeping records of the payments of small instal- 
ments, etc. The lender expects to be recompensed for this additional 


Thus gross interest may often be very high, while net intcr«t 
may be low. Moreover, net interest tends to be equal throughout a 
country. The force of competition trill settle one single rate for tlic 
whole country'. But there is no tendency of equality of the rates ot 
gross interest between different places within a country. 


Theories of Interest: 

The Productivity Theory of Interest: The theory states that 

interest arises on account of the productivity- 

that labour produces with Ibc help of capiiaJ 
Interest is paid because jnstnimcnls is generally larger tnau tne 

capital is productive. amount it can produce when u'crkin^ m* 

itself.TooIs and machineries invariably add to the income of those than 


9 
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Tise them. That is why they are demanded by the indmdual 
■employers. The use of capita], as we have pointed out, means round- 
-about production. Labour is first engaged in the making of tools 
•and plants, developing the means of communication; after a certain 
‘period IS passed the final product emerges. Thus as more and more 
-capital is used the method of production becomes more and more 
lound-about. And usuall}’, though not always, the more round-about 
She methods of production, the larger is the volume of the output. 

The use of capital in production is subject to the law of diminish- 
ing returns. As increasing units of capital are applied, as the methods 
of production become more and more round-about, or capitalistic, (the 
supply of other factors remaining the same), the output increases, but 
.at a diminishing rate. An employer will go on adding more and more 
•units of capital until he stops at that point where the price that he 
"has to pay for each unit is just equal to its product. Similarly, in his 
search for profit, he will substitute units of capital for those of labour 
•or land, if he thinks that at their relative prices he will increase the 
-output in a greater ratio than the expenditure involved. At last he 
will arrive at the margin of indifference, he is indifferent whether 
lie uses more capital or more labour or more land because the addition 
-of any of them will increase the output in the same ratio. What is 
-true of the individual entrepreneur is true of the society. The rate 
-of interest will therefore tend to be equal to the marginal productivity 
•of one unit of capital. 

The theory has been criticised in recent times. The phrase, 
■‘capital is productive’ may mean one of the hvo things — that capital 
produces cither more goods or more value. 
The theory involves a -pijg increase of physical products is obvious 
-circular reasoning. enough. But from this fact we cannot con- 

clude that capital produces more value. To deduce that, we must 
first know the value of the capital goods that arc employed originally. 
The present value of capital goods depends upon the value of their 
future incomes, and "in this dependence lurks implicitly the rate of 
-interest”. The value of machinery is determined by discounting its 
future incomes, and in the process of discounting, we must assume a 
rate of interest. If, from a machinery worth Rs. 20,000, we get an 
-annual income of Rs. 1,000, we cannot at' once say that the rate of 
interest is 5 per cent. All that we Icnow is that from the machinery, 
■we get an income of Rs, 1,000 per year. And by capitalising this sum 
at 5 per cent., we determine that the value of the machinery is 
Rs. 20,000. Therefore, when we say that the price of the machinery 
is Rs. 20,000, we have already assumed that the rate of interest is 5 
-per cent. How can we then determine a thing which we have already 
-assumed in our figures? The productivity theoiy therefore involves 
-us in circular reasoning. _ , 

None-the-less, that producti-vity exercises some infl^nce on tne 
^determination of the rate of interest cannot be denied. Even Fisher, 
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the most relentless critic of this theory admits this in the very title 
of his book: “The theory of interest, as determined by the impatience 
y a ' I j .. income and the opportunity to 

The latter is nothing, but V 

ductivity of capital in different industries. 
If we accept the neo-classical theory that the rate of interest is 
. determined by the demand and supply of loanable funds, the marginal 
productivity of capital will be an important factor determining the 
husine-ssman’s demand for loanable funds. Other things remaining 
■equal, autonomous changes in the marginal productivity of capital, 
■caused by new inventions, or new sources of power, or other 
dynamic changes, are likely to raise the demand for such funds for 
investment, and hence the rate of interest. On the basis of Keynesian 
theory, changes in the marginal productivity of capital influence the 
rate of interest by affecting the demand for money. Improved 
prospects of investment induce businessmen to demand larger funds 
to finance projects of capital construction. Other things being equal, 
this will cause the rate of interest to rise. 


Abstinence, or Waiting and Interest: The productivity theory 
explains why capital is demanded. Attention is now concentrated on 
the influences that limit tlie supply of capital. Senior was the first 
economist to point out that saving, which was later embodied in capital- 
goods, involved a sacrifice, an ‘abstinence’ as he called it. People 
may spend the whole of their income in consuming present goods. 
But when they save, they ‘abstain’ from present consumption. Such 
abstinence is disagreeable. Hence in order to induce people to save, 
we must offer them certain inducement as a compensation for their 
sacrifice. Interest is therefore the compensation for abstinence. 

Criticism was soon raised gainst the word, ‘abstinence’ in that 
it always suggested an idea of suffering. But not all saving involved 
pain or discomfort. There is no pain-element in the savings of a 
Ford. Hence in answer to this criticism Marshall substituted the 
word, ‘waiting’ for abstinence. 

Saving connotes waiting. I\Tien an individual saves a part of 
his income, he does not thereby refrain from consumption eternally. 
He only defers his consumption for a certain period, i.e., till the fruits 
■of his saving come in an increasing flow. Meanwhile he must wait, 
■and as a rule people do not like to wait. Not only saving, but all 
kinds of productive activity involve waiting. The farmer who sows 
his crops must wait till the crops are harvested. The gardener -who 
plants a seed must wit till it grows into a tree and yields fruits. 
Labour must be bestowed sometime before the final output can be 
consumed. Meanwhile, either the labourer or the capitalist must wait. 
Waiting is therefore a necessary condition of production. It is thus 
a separate factor of production, and can be substituted for other factors. 

Since waiting is a factor of production, its price iidll be determined 
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by the marginal analysis. That is, the rate of interest tends to equal 
■ the reivard necessary, to call forth the marginal 

Inlerat is the reward increment of saving. There may he certain 
of waiting. amounts of waiting that tvill be supplied even 

if there be a negative rate of interest Individuals may be so extremely 
cautious by temperament, or so anxious about providing for the future, 
that they will save even if they get back a smaller sum in the future. ' 
It should be remembered that though such cases are theoretically pos- 
sible, they are rare in actual life. Similarly, there would be some 
waiting if there ivas no interest, a case perhaps more common. The 
richer persons cannot but save; it is impossible for them to spend the 
w'hole of their huge income. Hence in their cases, waiting is more 
or less automatic. There may also be cautious persons who will save 
if they are assured the receipt back of the same sum in the future. 
Also a greater amount of waiting will be supplied at very low rates 
of interest. But the aggregate amounts of waiting that will be supplied 
in this way are hot usually sufficient to satisfy the demand. The rate 
of interest must go up until the marginal savers contribute their mlt& 
At this point, supply of waiting is equal to its demand. Strictly 
speaking, it is not correct to speak of the marginal saver; rather the 
expression should be the marginal increment of waiting that is required 
in production. ' The rate of interest must be high enough to call forth 
this increment of saving. 

This theory provides the reasons for the scarcify of savings, or of 
the supply of loanable funds so far as the latter depends upon the 
volume of voluntary savings. But it does not furnish a complete- 
explanation of the factors determining the rate of interest. The supply 
of loanable funds i? scarce, not only because people do not like to 
wait, but also because they may like to hold cash at present. 

Time Preference, or Agio and Interest: The theory states 
that interest is the agio or the premium which pr^ent goods com- 
mand over future goods of like kind and amount This premium anses 
from the fact that men as a rule prefer the present to the future. Just 
as owing to the defects of our ocular vision, distant tomgs appear 
smaller, so owing to our mental make up, future goods, or 
satisfactions appear smaller than they actually are. That is, toe future 
undergoes a discount when reviewed from the present. That discount 

is the interest. j .u t c -d 

In a definite form, the theory was first advanced by John 
in 1834. Later, it reached full development at the hands of Bohm- 
Bawerk, the leader of the Austrian school of economics, and of F’sher- 
There is a slight difference in the presentation of the theory by Bohm- 
Bawerk and by Fisher. . 

According to Bohm-Bawerk, present goods possess an agio ^er 
future goods, owing to, toe fact that people prefer a present sabsfarton 
to a future satisfaction of an equal amount and of equal c^amty. IMS 
preference, according to him, is due to three circumstances. First, 
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the future is less clearly perceived than the present. This feet is 
called “the perspective under-estimate of the 
3ohni-Bawerk’s theory. future”. Secondly, owing to the fact that 
the present wants are felt more strongly than 
ttlie future wants, the demand for the present goods is relatively greater 
than that for the future goods. Hence there is a relative scarcity of 
present goods as compared with future goods, (f.e., scarcity in relation 
io demand.) Thirdly, the more roundabout are the processes of pro- 
duction, the greater is the final output. Hence owing to the greater 
productiveness of the time-consuming, or indirect methods of production, 
present goods possess a 'technical superiority over future goods'. 

Fisher would accept the first two conditions. But the third, in 
3iis opinion, surreptitiously brings in the productivity theory. The 
greater productivity of the longer processes of production requires 
more proof than has been adduced by Bohm-Bawerk. Granting the 
proposition, it appears to be nothing but the productivity theory of 
which Bohm-Bawerk had been the vehement critic. Moreover, according 
to Fisher, the third factor acts on interest by modifying the first two 
factors. Owing to the greater productivity of the capitalistic process 
of production, there is an abundant supply of 
Fishes criticism of goods in the future. Hence the demand for 
Bohm-Bawerk. fgy relatively to the 

present. Owing to this reason, and also because of the greater urgency 
of the present needs, the present goods are preferred to future goods, 
and therefore possess a technical superiority over the latter. The third 
factor is therefore not an independent determinant of interest, but 
works out its eflfect through the first two factors. 

According to Fisher, “time-preference” is the central fact in the 
theory of interest. By that phrase he meant what Bohm-Bawerk 
■understood by “the perspective underestimate of the future". It is 
the preference that an individual has for present income or satisfartion 
over future income or satisfaction of equal amounts and equal certainty. 
It will be determined by the rate which will overcome the individual’s 
impatience to spend income. This degree of 
The theory as slated impatience of an individual depends, first, 
by Fisher. of his income ; secondly, upon the 

distribution of the income in time; thirdly, upon the composition of the 
income; fourthly, upon the certainty of enjoying the income in the 
fututo; and lastly, upon individual characteristics, like foresight, self- 
control, etc. The higher the income the greater is the chance that 
the present wants will have been more satisfied. Hence the individual 
will discount the future at a lower rate. Converse happms with poor 
persons. The distribution of the income may be conceived in three 
different ways ; — ^uniform income throughout, income increasing 
gradually in the future, and income decreasing in the future. -If the 
income is uniform throughout, the rate of impatience will then be 
determined by the size of the income and upon the personal characteristics. 
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If the income increases inth age, it means tliat the future is well providett 
for while the present income is relatively small. Hence the latter will 
be relatively scarce, and the 'rate of discount will he high. The opposite 
is the case with decreasing income over a period, and the rate -will be 
low. Similarly, the composition of the income works out in this \ray. 
The incomes of individuals are spent on different sets of goods and 
services. The diminution of any one set of goods and sen-ices would 
affect the rate of time-preference in the same way as a decrease of 
income of the individuals. Lastly, if the future is uncertain, the rate 
of time-preference would be high. But the discussion of tlie influences 
of risk and uncertaintj- belongs, not to the scope of the theory of interest, 
but to tlie theory of profit Above all, everv-tbing depends on personal 
cliaracter. If the individual is of a spendthrift character, tlie degree of 
his impatience to spend would be vep- high. 

After the indiridual rates of time-preference arc determined in 
this way, they tend to become equal to the rate of interest WTien the 
rate of time-preference of an individual is higher than the market rate 
of interest, he will borrow and apply the sum to satisfy his more pressing 
wants; just as he would buy additional unils of a commodity when 
the marginal utilit}' of additional units to him is higher than the price. 
Similarly, when his rate of time-preference is lower than the rate of 
interest,' he will lend to the market and gain thereby. In this ivay, 
tiie individual will vary his income-stream, by borrowing or lending, 
until his rate of time-prcfcrcncc is equal to the rate of interest. 

Liquidity-Preference and the Rate of Interest: Recently 
Lord Keynes has put forward a new tlicorr- of interest. According 
to him, neither the tlieoiy of marginal producth-itj-, nor that of waiting 
is adequate to explain the rate of interest under all circumstances. 

course it is true that the marginal net product 
His criticism oF ortlm- of capital tends to become equal to the current 
dox theory. rate of interest. But that docs not mran that 

the rate of interest is determined by the former. The marginal net 
product of capital is determined, on the one hand. b>- the expectations 
L regards the future course of business, and on the otlier hand, by the 
cost of producing the capital goods. These influences cannot delcnmne 
the rate of interest. Sifilarly, the rate of interest cannot be the reward 
for saving only. "For if a man hoards his savings m rash he no 
interest, even though he saves just as much as before. * Lor is it true 
"^at the rata of interest must be such as to equalise tho “d 
for capital with tlie supply of savings. The volunie of ® 

country is of course equal to the value of investment gOTds, hut not 
in &y assumed in tSe classical thorny, men a part^^ mditnduaf 
sav-es a greater portion of his income than before Jnsa^m hj itsrff. 
does not increase the aggregate supply of Smcc he is ^ 

spending less money on the current consumption goods the incomes 

*Kc>-nc 5 . The Gncral neory'of E«>phi-mc«l. Merest and ZIo«ey P. 16/. 
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of the producers of consumption goods fall off. “One man’s expenditure- 
is another man’s income, and when one spends less, the other men earn' 
less.” So the immediate result of the increased saving by one individual 
is a fall in the incomes of some others. The others will ultimately be- 
forced to save less. Hence the total savings will not increase. Provided' 
there is no new investment in capital goods, increased savings by one 
individual will only lorver the incomes of others. But when the business- 
men decide to produce more capital goods, more money is spent by 
them in hiring the factors of production, or in bujing raw materials,, 
etc. The incomes of tlie factors of production increase. And given the- 
same desire to save as before, the aggregate savings ivill also increase. 
Thus when investment increases, the volume of savings will also increase- 
through higher incomes. So the volume of savings is brought into- 
equality -ivith the value of investment goods, not Arough the instru- 
mentality of the rate of interest, but through the level of incomes. 

The rate of interest is the price that has to be paid to borrow 
money. The essence of a transaction involving the payment of interest 
is that the lender parts with money or immediate command over general 
purchasing power in return for a promise to pay tlie principal sum and 
something .extra in the future. If the borrower returned at the time- 
of repayment the same sum of money that 
Interest is the payment (jg borrowed, tlie lender would have no incen- 
monev borrowing (apart from philanthropy) to part with his- 

money. Hence the borrower must pay some- 
thing extra in addition to the sum borrowed. This something is the rate 
of interest on the loan. Thus the rate of interest is the reivard which 
is paid to the lender to overcome the latter’s unwillingness to part with- 
liquid control over money. In other words, it is "the reward for parting 
with liquidity." 

The individual who possesses a certain amount of money income- 
has first to decide how much he will save. This will depend on what- 
Mr. Keynes calls as the propensity to con- 
Meaning o£ Liquidity- snme. Given the propensi^- to consume, or- 
preference. jtj converse, the desire to save, the individual' 

w-ill save a certain proportion of his money income. It remains for 
him to take another decision. He may hold his resources in the form 
of money (or immediate command over goods and services) ; or he 
may part with immediate command over general purchasing power 
in return for a promise to pay at some future date. In other words,, 
he may “hoard” them, or lend them at interest. How much of his 
wealth he ivill hoard (f.e., hold in the form of cash or bank deposits), 
and how much he will lend wiU depend on the degree of his preference- 
for retaining a portion of his resources in the form rf money in- 
different sets of drcumstances. This preference for liquid cash over 
loans is termed ^liquidity preference,’ 
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Now the question is, why should any one want to hold his resources 
an the form of current cash in hand, or in the form of bank deposits," 

. on which he earns no interest, when he can 

Causes of Liquwify- easily get interest by lending them? There 

flirelerence. reasons which induce indivi- 

■duals to forego interest and hold their wealth in the form of idle money. 
"This preference for holding one's resources in a liquid form is due to 
,a variety of reasons. First, an individual will hold cash in order “to 
■bridge the interval behveen the receipt of income and its expenditure." 
•Most of ns receive our income after a month or a week, while we have 
to make payments almost day by day. Hence we must hold a certain 
;amount of ready money in hand in order not to default in our current 
•pajunents. The amount of cash which will be required on fhis -account 
■ will depend on the level of incomes, on the interval at which incomes 
.are received, and on the methods of payments prevailing in that locality. 
Secondly, the businessmen and the traders must also keep a certain 
amount of cash in their till, partly to oblige their customers and partly 
■to mie payments. Thirdly, cash is also held in order to provide for 
<ontingencies which may necessitate sudden expenditure. It may not 
always be possible to call in the loans granted, or to sell the securities 
profitably when sudden emergencies make it necessary to have ready 
■cash. Lastly, cash may be held by individuals from a speculative 
motive. The individual may expect a future rise in the rate of interpL 
'He may tlierefore hold his resources in the form of cash, with a riew 
to lend them in future at higher rates. Conversely, when people 
•expect a fall in tlie rate of interest in the future, .they would at once 
proceed to lend their resources at existing higher rates, and thus 
•decrease their holdings of cash. So long as there are differences of 
•opinion as regards the future movements of tlie rate of interest, some 
will be holding money, wth a view to earn profit from a future nse, 
while others will be parting ivith their money as they fear a fall m 
-the rate of interest. Under normal circumstances, tiie amount of 
money which will be held in order to satisfy the first three types of 
■motives is not much affected by clianges in the rate of interest. It 
will depend on the level of incomes and on the general economic 
activity. The amount of money which is held on these accounts might 
^e called as the active balances. But fte amount of money which is 
held to satisfy the speculative motive is sensitive to changes “.the 
■rate of interest. And the amount of money held on this account might 
"be called as inactive balances. 


Usually the higher the rate of interest, the smaller, m general, is 
■the proportion of their resources which people will uant to hold ffl 
the form of cash. For the loss of interest on idle cash mil then be 
■greater, while the gains from lending and "from the purchase of 
•Lurities are correspondingly higher People will then be 
lend. Some people may expect a. future fall in the rate of interest. 
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and will then want to lend. Lastly, the higher rates of interest iviil 
■check business enterprise, cause new investments to fall; the level of 
money incomes vrill decrease; and the amount of money required for 
transaction purposes will now be smaller. Similarly, at loiver rates 
of interest, people will want to hold more money, because the loss of 
interest will now be smaller; because some people will expect a future 
rise in the rate of interest, and so will hold idle balances at present; 
and because lower rates of interest rvill increase the level of money 
incomes. Thus we can draw up a schedule of liquidity-preference, 
showing the amounts of money which people will want to' hold at 
different rates of interest. 


The rate of interest 
and the quantity of 
money. 


Given this schedule of liquidity-preference, the rate of interest tvill 
then be determined by the quantity of money existing at any time. 

“This is where, and how, ffte quantity of 
money enters into the economic schefne.” * 
The rate of interest must be such as will 
equate the demand for money for liquidity 
purposes with the supply of money. The amount of money ^sting 
at any time must be held by some individuals. And the rate of interest 
will be such as m'll induce the individuals to hold all the available 
supply of money. K the rate of interest were lorver than this unique 
rate, the aggregate amount of money which the people will wjsh to 
hold will be greater than the supply of money. This rvould cause the 
rate to go op. Conversely, if the rate were higher than this level, ftere 
would be a surplus of cash, whidi no one would wish to hold. .Thus 
the schedule of liquidity-preference and the quantitjr of money m 
existence determine the rate of interest at any pven time. 

One important difficulty in connection with the theory, is that 
Kevnes is not very dear on the meaning that he attaches to money . 
Money, he says, is co-extcnsive with bank-deposits. But he rtates m 
his discussion \vith Robertson that his theory do^ "'’'L "i"- 
of demand for and supply of credrf. Moreover, the rate of ‘"temst k 
not independent of the demand for investment tods, as is stated ^ 
Kevnes. The amount of cash balance that the businessmen ivill hold 
is influenced to a large extent by their demand for capital, for mv^- 
ment purposes. The rate of interest is not theretoe determined m- 
dependentlv of the marginal efficiency of capital. However, m P . 
RXrtson has pointed out. Kejmes' statement is not incompatible wift 
fte neoclassical theory. The rate of interest may well be regarded as 
die reirard for not hoarding (as in Kejmes), and also for not spmdm„ 

^“m”Ses the rate of interest? These f 

into Uvo croups, the neo-classtca] theor>' and the ^ynesian 
theoo'. The fotmCr regards the rate of interest as being determined 


“f Ecottcmic Jottntah 1937. P- 431. 
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b}’ the demand and supply of loanable funds. The demand for loanable 
funds arises from a -variety of causes: the application of tliese funds 
in the adoption of round-about processes of production increases the 
income of businessmen at a greater ratio in the future so that they 
demand more funds; or the government becomes willing to pay some- 
thing in order’ to get command over present resources to conduct a 
variety of operations like a war etc. 

The supply of loanable funds depends upon hvo factors, the volume 
of voluntary savings 'and the bank loans. The aggregate demand 
for and supply of savings determine the rate 
ply"sidT*** ** interest. It will settle at the point where 

demand and the supply of loanable funds are 
equal. An increase in the volume of savings will tend to increase the 
supply of such funds ; and to depress the demand for funds as increased 
savings rvill mean decreased consumption. This will cause the rate of 
interest to fall. 

According to the Keynesian version, the rate of interest is deter- 
mined by the demand and supply of money. Tire supply of money 
depends upon the banking system. The demand for money is dependent 
on the liquidity-preference of the people. The demand for money at 
a given rate of interest must be such as to absorb the aggregate supply 
of money. If,, as a result of the inflation of currency, the supply of 
money increases in a country this will cause the rate of interest to fall, 
provided that the fact of inflation does not cause a change in the 
liquidity-preference. 

Tlie two groups of theories are not so conflicting as they appear 
at first sight. The inflation of currency will also increase the supply 
of loanable funds in die country, and lead to a fall in the rate of 
interest. A change in the liquiditj'-preference will cause the people to 
supply more or less funds as loans in the market, and may be said 
to affect the rate of interest by affecting the supply of such funds. 

Wliat is then the relation between the . volume of savings and tire 
rate of interest? The volume of savings depends on the level of money- 
incomes and the propensity to save, i.e., tlie proportion of their in- 
comes which people want to save at different levek of income. But 
given the state of liquidity-preference, an increase in the volume of 
savings is likely to increase the supply of loanable funds in the market, 
and to result in a fall ig the rates of interest Hence the volume of 
savings influences the rate of interest by affecting the factors which- 
determine it. Secondly, once the stage of full employment is reached, 
there will be established a direct relation between the volume of sa-rings 
and the rates of interest. 
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The future .of interest— Effect of inventions: What will be 
the future rate of interest? How will the progress of society affect 
the rate? Interest, as we know, depends on 
It depend on the factors, — the demand and supply of loan- 

sapp i o gljjg gr money. The future of the rate 
of interest therefore depends on the fact whe- 
tlier the demand for loans tvin continually increase otving to the inven- 
tions and improvements, or whether there will be larger supply of funds 
as society advances. It depends, in the words of Taussig, “on a race 
bettveen accumulation and improvement.” 


demand 

capital. 


The general expectation is that the supply of loanable funds will 
increase vastly, mainly because as man advances in tlie scale of civilisa- 
tion, he becomes in general more far-seeing. 
Effect of iMwiilioiii ail ■j'jjg primitive savage never gave any thought 
mtereit. about the future. But as man has pro- 

gressed, he has become more willing, nay, eager to save something for 
the rainy day. Moreover, the capaci^ of the people to save will increase 
greatly owing to the greater general productivity of industries, and 
the greater personal efficiency. The total national income is expected 
to increase, and with it the share of each person. Hence the supply 
of savings rvould continuously increase. This is likely, other things 
being equal, to increase the supply of loanable funds, and hence to 
lower the rate of interest. 


But whether it will fall or not will depend on the future demand 
for such funds. That depends upon the progress of inventions and 
improvements. Such inventions will always raise the demand for loan- 
able funds. The new type of machinery ivill have to be built and 
installed. It may call for more and more elaborate plants, or lengthen 
the processes of production. In that case, the demand will increase. 
On the other hand, as Rae pointed out long ago, the division of labour 
had a tendency to economise waiting. The improvement in me 
methods of production may shorten the processes already done by the 
machineries by making some of them simpler and easier. The ultimate 
^ect of the inventions will , depend on the relative influences of these 
hvo circumstances. 


On the whole, there is every likelihood that the rate of interest 
will fall in the future. There are also two other reasons why the 
rate of interest will tend to fall in the future. 

Will the rate of inter- the first place, the general tendency has 
est be ever zero? especially in the western countries, for 

tire growth of population to become stationary or even to decline. This 
is likely to lower the donarid for loanable funds as given the same 
structure of production less capital will now be required to produce the 
same volume of goods per head. Secondly, as a community groivs richer, 
its propensity to consume declines. The proportion spent on consump- 
tion tends to diminish and die proportion saved to increase, as the total 
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income increases. Decreased propensity to consinne is likely to depress 
present consumption demand as well as the demand for capital goods. 
As a result, the rate of interest is likely to fall. Will it ever fall So 
serai From tlie point of view of the demand for loans, zero 
rate of interest means that the marginal net product' of “capital, is 
nil. When the marginal net product is nil, tliat means we cannot 
increase the product further by employing more capital. We have 
reached a state in which our productivity has become the maximum. 
It means tliat all our wants have been satisfied. But we cannot con- 
ceive of a state of society in which men will have no wants, and no 
t desires. So long as the latter remain, there will always be endless 
possibilities of emplojnng capital. The rate of interest, therefore, can 
not fall to zero. 

Similarly, from the side of snppl)% a zero rate of interest means 
that people will go on lending' without expecting any reward. Tlicie 
is no liquidity-preference on the part of the people. But tiiere are 
certain reasons why the liquidity-preference will not drop to zero. 
As the rate of interest falls, more money will be absorbed into liquidity 
preference on account of the transactions-motive, while the fall in the 
rate of interest will diminish the loss that one would sustain in keep- 
ing larger cash at hand. Hence “institutional and psycholo^cal factors 
are present which set a limit much abo\’e zero to tlie practical decline 
in the rate of interest.” Hence there is no possibility of»the rate of 
interest ever falling to zero.* 

Different Kates of Interest: So long we have been treating 
cf economic interest Pure interest should remain at the same rate 
everjwvhere, provided there is full competition. But in fact, the rates 
of interest are different in different countries. Ei-en within flie same 
country the rates of interest cliarged by different lenders differ widely. 
Wiat are the causes of these differences in the rates of interest? 

Differences in interest rates are primarily due to the fact tliat 
all borrowers cannot offer equally good securities, ^^^lere the lender 
is sure of the honesty and finanyal strength of the borrower, and 
knows that there will be no default, as in the case of the government, 
he will be willing to lend at comparatively low rates of Interest. But 
he will charge a high rate if he expects the opposite as in the case 
of our cultivators, A second reason for the difference in interest rates 
is that different loans are granted for different periods. If a loan is 
required for a long period, the lender will lose command over his 
resources for a long time. His position will become less liquid, and he 


♦.According to Prof. Schumpeter, the rate of interest would be zero in 
the static state. Interest arises because the entrepreneurs demand capita], hired 
bv the prospect of temporary profits. But profits disappear in the static state: 
and hence interest would fall to zero. But this concept is mistaken. Even in 
such n slate, there would he 'implicit interest’ as a result of ‘abstinence in fte 
scr.se of refraining from accumulation,* See L. Robbins.^ "On fome ambiguity 
in the conception of the stationary equilibrium.” Economic Journal, June, 1930. 
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■will expect to be paid a higher rate of interest than if the loan was 
required for short periods. Lastly, the market for loans is usually 
imperfectly competitive. It consists of a large number of sub-markets 
specialising in diflferent types of loans. The joint-stock banks grant 
loans to some class of borrowers, while the indigenous bankers deal 
with anotlier class. The village money-lenders have often not to meet 
with much competition in their business of money-lending. Hence 
different rates of interest may prevail in different markets without 
there being any equalising tendency. People in the ■villages may prefer 
to keep their money in the Post Office Sa'vings bank at low rates, 
.than to keep it at joint-stock banks at higher rates. 

The last factor (f.e., market imperfections) explains why the 
rates of interest may remain at different level in different countries. 
The lenders in one country may be reluctant to invest their funds 
in another country even if they can get higher rates as they may not 
like the securities -that the borrowers can offer or because the political 
future or the economic potentialities of that country are not properly 
known. 


Necessity and justification of interest: The payment of 
interest has become respectable only in recent times. From early days 
there has always been a sting of reproach round the theory of interest. 
The ancient people had no idea of the nature of services rendered 
by capital. Hence Aristotle condemned usury in no measured terms. 
Following him, the scholastic writers held that the loan of money was 
not a sacrifice on the part of the lender, nor a benefit to the borrower, 
and hence to derive interest from money ■ivas to make an unnatural 
use of money. In such times, there was not much field for the pro- 
fitable use of capital ; most of the loans were consumption-loans, granted 
by rich persons who had surplus money, and borrowed generally by 
poor and needy persons. Hence the dealings in interest were condemned. 


In recent times, the criticism of Karl Marx and other socialists 
has brought the question of the justification of interest to the forefront. 

... • . Value, according to Marx, was determined 

interSt ™ ° by the amounts of labour required in pro- 

duction, and hence ■value should belong 
wholly to labour. But the labourers were paid only what was required 
for ffieir subsistence, and the 'surplus’ was appropriated by the 
capitalists. Hence interest, according to Marx, was theft, or robbery. 
In the socialist state, there would be no interest. 


It is not the place here to discuss tlie ethics of private property. 
So long as we maintain the institution of private property', interest 
has to be paid in order to overcome the people’s time-preference or 
liqmdity-preference. But apart from the question of pri-vate pro- 
perty, interest has an independent justification. It can be shown that 
even the government of a socialist conununity ■will have to reckon a 
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rate of interest, at least for book-keeping purposes, mainly for two 
reasons. The government ■svill possess limited capital resources which 
would have to be invested in the different industries. The productivity 
of the different industries, Iion’ever, is not the same. Some will yield 
a return of (say) 10 per cent, while otliers would only give a 3 per 
cent. Since the socialist government would also try to get the 
maximum return from its capital, it must have a standard, — and would 
not invest capital in those industries which rehimed a rate below the 
standard rate. That standard rate is nothing but interest. The rate 
of interest tlierefore "serves as a screen by means of which capital 
projects are shifted and through which only those are allowed to pass 
wliich will benefit the future in a higher degree.* 

Not only that but the socialist government would have to count 
interest if it wishes to advance the standard of life. Suppose preidously 
all the labourers w'ere employed in turning out consumable goods, so 
that the whole output was equally divided among them. In order to 
raise the standard of life of the workers, some labourers must be 
employed in turning out producer's goods, so tliat after a certain period, 
the use of the producer's goods would increase the volume of con- 
sumable goods. But for the present, the labourers who are tumjng 
out production goods must be supported by others. So the remaining 
labourers must give up a certain amount of their share of the con- 
sumable goods to them. Naturally their shares ivill be deducted by 
an equal percentage, which is nothing but interest. That is, the 
labourers must ^vait, and in order that they may enjoy greater incomes 
in the future, they suffer a temporary reduction of their mcomes. This 
temporary reduction is nothing but the price of waiting, i.c., interest. 


Rent, Interest and Quasi-rent: In recent times, the distinc- 
• tion between, rent and interest has been called in question. Income 
from all kinds of property, including land. 
No distinction between jp^y be called either rent, or interest; 'renf 
land and capital. regarded as a lump sum ivitliout refer- 

ence to the value of the property', and ‘interest’, ryhen regaled as a 
percentage of the value of the property. The dishncbon still persists 
Fn economic theory because land is regarded as 

Therefore rent which was tlie return from land was something different 
from interest,, the return from capital. 

According to some critics, f there is no fundamental re^on or 

priates these other goods, applies his mvn labour ^ ^ 


♦Henderson. Supply and Jenwnd. P- 13 0- 
fCannan. A Review of Beonmme Theory. P. 
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land can -be made to j-ield its produce. The ori^n of things exercised 
no influence on their value. Secondly, the supply of other goods is 
as much fixed as tlie supply of land. "No doubt earth’s surface 
cannot be increased, but this is a fact of the same nature as the fact 
that the different Idnds of matter proiuded by nature cannot be in- 
creased.’’ Thirdl3-, it is argued that there are no ‘indestructible’ 
powers of the soil. The chemical and physical properties of the soil 
are constantly worn out and have to be replaced like other goods. 
Lastl}’, the law of diminishing returns is not applicable peculiarly to 
land. It is equallj' true of machines and of other forms of capital. 
We prove the existence of a surplus from land by keeping the supply 
of land constant, while increasing the supply of labour and capital. 
Similarly, we can prove the existence of a surplus from units of 
capital, if we keep the supply of capital constant and vary the supply 
of other co-operative factors. We prove the existence of a surplus 
from the better class lands by arranging the supply of land in grades. 
So we can prove the existence of a surplus from machines, if we 
arrange them like land. Just as there is a no-rent land, so there are 
"machines and tools on the way to the scrap heap; buildings that are 
barely wortli preserving.” These are no-interest machines, and on 
machines of a superior type, w’e enjoy a surplus. The rent-analysis 
can thus be applied to other agents also. 

Therefore no essential distinction should be made between rent 
and interest. The lalue of land is determined in the same way as 
tlie lalue of capital. Tire value of a piece of land is arrived at by 
capitalising the rent from that land, while the value of capital goods 
is also determined by capitalising their income. Moreover, the busi- 
nessmen, in seeking different fields for investment of their resources, 
do not make any fundamental distinction between land and capital. 
They will invest indiscriminately dther in land or in machines and 
labour, if that will increase their profits. Hence the distinction drawn 
betrveen rent and interest by the economists “finds no response in the 
world of affairs.” 

Economists, like Marshall, who malce a distinction, between rent 
and interest, agree with these crities that there are many similarities 
between land and capital. The difference 
"The difference between behveen land and capital is not one of kind, 
o*”deme?riy. but of degree. Though other goods are also 

free gifts of nature, they are not free gifts in 
‘exactly the same sense as land. "Changes in the demand for land in 
•either direction are thus likely to affect its price in a much grater 
degree than that in which the price of an ordinary commodity will be 
affected by a corresponding change in its demand.”* A decrease, or 
increase of demand for land may cause its price to fall or to rise to 
smy level, while sudi a change in the demand for a commodity will 


* Henderson. Supply and Demand. P. 85. 
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not, in the. .long run; cause fts price to remain above its normal cost 
of production. The scarcity of land is a normal and permanent 
cliaractcristic, while the scarcity of other goods is temporaiy and excep- 
tional.-. Regarding the application of the rent analysis to machines, it 
is pointed out that if we assume full an'd free competition, all employers 
will adopt the best types of machinery, so that there would be no 
room for .the emergence of surplus from any madiinery. \Vhereas,. 
in the long run, competition will not annihilate rent. 

The distinction between rent, interest and quasi-rent therefore 
depends on two factors, — elas ticity of su pply and the clement of time. 

Rent arises where the supply ofTliactor is 
The distinction between inelastic both during the short and the long 
rent, interest, quasi-rcnt periods. Income from goods is called quasi- 
rent when the supply is inelastic during short periods, but elastic during 
the long period. The term, 'interest’ is applicable to the incomes 
from tliosNr goods whose supply is elastic, f.e., freely extensible, both 
during tile short and tlie long periods. Rent therefore, is the income 
from land and other natural resources; quasi-rent from man-made 
appliances and other fixed or old capital goods ; and interest from free 
or floating capital. Marshall* illustrates this distinction by an appro- 
priate example of a shower of meteoric stones harder than diamonds. 
Suppose, in the first instance, that there has been a shower of su* 
stones as will cut every material, their possessors will enjoy a dif- 
ferential surplus from the employmfint of these stones, -—the surplus 
bearing no relation to their cost of production. This is of the nature 
of rent.' ' Next suppose tliat all the stones have not been picked up, 
but a diligent search will increase the supply. If, in the short penod, 
the demand for the seirices and foerefore the value for these stones 
rise ocogle will conduct a laborious search for these stones, until their 
supiiniicrcases to such a level that the return from them is j^ 
equal to .the normal reward for the labour and capital mvoh^ In- 
cLe in this case is of the nature of quasi-rcnt. Suppose, next, that 
there arc constant showers of these stones So the 
these stones will not entitle one to enjoy a differential suiylus cithe 
in die short or in the long periods; for any one can have them. 
Income, in this case, will be of the nature of interest; 

Rent interest and quasi-rent therefore shade mto “ch other. 

those presented by the rem of 

toedTtlmuTcausfog^dver^^ effects. The supply of capital would 

♦Marshall. ri 47. 

+ Taussig. Principles of Economics. Vol. II. Ui. ni 
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then decrease. But economic rent can be taxed, and completely 
appropriated by the state without affecting- the supply of land. Hence 
“the rent of land is seen, not as a thing by itself, but as the leading 
species of a large genus; though indeed it has peculiarities of its own 
which are of vital importance from the point of view of theory as welB 
as of practice.”! 


t Marshall, Principles. 


Preface to the 1st Edition. P. VIH. 



CHAPTER 27 
WAGES 

Nature of Wages: We shall now consider how the share of 
national dividend which accrues to labour is determined. Wa^s are 
die remuneration p^d for the services o£ 
Is there a general rate labour. Wages, however, differ in some 
o wages respects from interest and rent. There is a 

pure rate of interest which is the same in a market. There is no 
such thing as a pure rate of wages. Wages vary from man to man 
and from place to place. Interest is homogeneous; wages are hetero- 
geneous. Wages also differ from rent. Rent varies ^from a sum little 
above zero to a huge amount. The degree of variation for wages is 
not so great. Wages cannot fall down below a certain minimum, 
which is necessary for keeping a man 6t and alive. Moreover, there 
IS another distinction between rent and ivages. While the general rate 
•of rent is unmeaning, a general rate of wagjes is not unmeaning. There 
is a general wage rate in the sense that it varies comparatively little 
as between a substantial minimum for the bottom grade and a not 
very much greater return for the higher grades of those labourers 
■whose numbers are of importance. We may spealc of a general rate 
■of wages in another sense as we speak of a general level of prices. 
As general prices may be high or low in the sense that most of the 
prices are high or low, so we can speak of a high or low general rate 
of wages in the sense that wages for most grades of labourers are 
liigh or low in terms of money. Wages therefore differ both from 
rent and interest. 

Peculiarities of Labour Supply: Labour is a commodity sold 
and purchased, like any otlier commodity, in the labour market. Yet 
it is a peculiar kind of commodity. 

The first peculiarity is tliat while labour is a commodity, the 
labourer is not, and he is not bought and sold like machinery' and omer 
material agents of production. The labourer sells his worhs, but 
retains property in himself, A commodity is produced for the sake 
of the utility that it yields. Tlie producer expects a reward for its 
production. The supply of human beings is not due to any such 
•consideration. Commodities are produced for some specific ends, 
•whereas human beings are ends in themselves. 

The second peculiarity of labour is that it is inseparable from the 
labourer. A commodity is separable from its owner and as such iw 
be used in any place wherei'er required. The owner of a cofflraodit)’ 
may sell it wherever he finds a market. But the labourer must accompany 
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Ill's labour everj'where, and this is not possible in many cases. ' Thus 
labour is more immobile than any other commodity. 

The third peculiarity of labour is that it is highly perishable. If 
commodities are grouped in order of their perishability labour would 
come easily tlie first An hour not worked is an hour lost for ever. 

From tlie third peculiarity follows another. As labour is perishable 
and as most of the labourers are poor, the labourer must sell his labour 
immediately at whatever price he can get, or he lias to starve. The 
■labourer is therefore at a disadrantage in bargaining with the capitalist 
The labourer cannot hold out for long; he has often got to accept any 
■irage however low it might be. The seller of a commodity may hold 
it back when he does not get a feir price, but the labourer cannot do 
so on most occasions. 

A fifth peculiarity of the labourer is that he may work or not as 
he likes. A commodity gives its sendee unbidden. A slave or a 
beast of burden -responds to the lash. But a labourer will work less 
when harshly treated. Man is a voh'tional agent. He wants rest and 
holida}’s. 

• '“^eal Wages and Nominal Wages: The employers pay a 
certain sum of money per week or month or per piece to the workers. 
This sum represents the nominal or money wages that a labourer 
receives in return for his labour. Biit money is only a medium of 
exchange which is ivanted because it enables one to purchase goods 
and sendees. Hence it is customary to distinguish between money 
■wages and real wages which consist of things which the labourer can 
buy wdth his money wages. Real wages thus refer to the amount of 
necessaries, comforts, and luxuries which the labourer can obtain in 
return for his sendees. They depend on a variety of factors besides 
money''wages. 

'^actors determining real wages: (1) The first factor of 
importance determining real wages is the purchasing pgj ser.^uaiiey. 
Every labourer is of course paid in rupees, annas and pies. But no 
body can eat or drink money. And the real remuneration obtained 
by him depends upon how much a rupee rvill buy in the market. Money 
wages may be high in a country, yet it may mean no real advantage 
if the price level is also higher in that country than in another. In 
new countries money wages are higher than in old countries but the 
difference in real wages is not so marked. The general purchasing 
power of money is best gauged by the use of the index numbers. 

(2) The form^of^/iamejlfjs also a factor in the determination 
of real n-ages'. Though a' labourer is generally paid in money wages, 
he may yet receive some additional payments in kind. A fisherman 
may obtain a free supply of fish; an agricultural labourer may oftm 
get cheap or free supplies of rice, milk, etc. These are to be reckoned 
when determining real wages. Many services are pensionable ;_in deter- 
mining real wages we have to make alloivance for such pensions. 
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(3) ^hejmgjh of the working fieriod is also another factor in the 
determinationM'fSiI'wages.’^' The huniber’’6f days in a week, and the 
total number of working days in a year are all to be reckoned. Two 
labourers may earn equal money iN-ages, but one of them may be 
normally unemployed for a number of months in the year. Hence 
the real wages may be different when we take into account the actual 
number of hours worked. 

(4) The nnfwre o f eml’to.vment is another inportant factor. If 
the work is such that it reduces tlie longevity of the worker, as for 
instance that of a railway engine driver or a blast furnace worker, theii 
though the nominal wage is high, the real wage is low. Further, a 
work may be dangerous and the worker may get maimed or crippled. 
In such an occupation, tlie aggregate period of worldng life is consider- 
ably shortened and hence also the total real wages. Pleasantness and 
social standing of an occupation may induce a person to accept lower 
wages. In computing real wages we have to take these into account 

(5) The ^q^ibiljly of cxtra_earjiings__htis also to be counted. If 
the number of working hours in any occupation is few, the worker may 
earn something extra in other subsidiary occupations. To take an 
illustration, teachers may augment their income by writing in' the 
journals. 

(6) JifSuJqrity of ,cmfihyjii.enfj>f„th!e^7vqi:^C is a factor in deter- 
mining real wagS. When the employment is for the whole year, though 
at low -wages, it may compare favourably with another occupation 
where, though the wages arc high, the employment is for a part of the 
whole year. Masons are not employed throughout the year; agricul- 
tural labourers do not find employment throughout the year. 

Prospects of success, and of promotion in the future and good 
treatment by the emploj’er may induce workers to accept lower wages 
than those obtainable elsewhere. The distinction behveen money wages 
and real wages is important when we want to compare the earnings 
of labour at different periods and places. The labourers arc well off 
not because money wages are high, but when real wages are high. 

tHow wages are determined 

'"'The Subsistence Theory: This theory of wages owes its 
origin to the Phvsiocratic Schoo l .of France, which flourished during- 
tlie eighteenth century! The German economist, Lassalle, cliristencd 
it as the Iron Law Wages or the Brazen Law of Wages. 

According to this theory’, wages arc settled by a bargain behveen 
employers and labourers. 'The masters being few in number can 
combine and dictate wages, whereas labourers having no rcsen’c have 
to accept whatever wages they are paid. But. the .wages ..cannot Jail 
below.,the .subsistence Jcyel — t he subs ist ence level being t he level ryhich 
just , maintains ..the jisrker,, an^ . IFIETSIIsTielow that level, 
the workers will not be able to marry and' to maintain families. After 
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a generation, death would reduce the number of workers, — there being 
insuGicient births to fill up the gaps caused by death. The supply of 
labour will fall short of demand and the level of -wages would go up. 
It cannot rise above the subsistence ler-eL If it does so, the labourers 
will many early and the number of workers will increase. The supply 
bei-g greater than demand, wages will again fall to the subsistence 
leveL 


It is endentiy based on the Malthusian theory of population. It 
is erroneous, as it argues, that an increase in ■wages ■will necessarily 
mean an increase in 8ie birth rate. This assumption is false as has 
been pointed out previousli". An increase in ■i^es may be gener^y 
accompam'ed by a rise in the standard of living. 
‘The theoiy is based ra Another criticism which may be advancM 
against the theory is that ■with few exceptions 
the subsistence level is more or less uniform 
for all classes of/workers. Hence the theory cannot explain the 
differences of wages among the different classes of labourers. Lastly, 
it lavs emphasis on the supply side of labour, and the demand for labour 
which is also an equally potent factor in determining wages has not 
recaved consideration in the theory. 

The Standard of Living and Wages: The idea of a sub- 
sistence level was abandoned towards the second half of the ninetepfh 
century and in its place was substituted the idea of ‘standard of living’. 
The underlj-ing idea of this theory was that wages tend to confom not 
to the subsistence level, but to standard of living to which a dass or 
labourers rvas habituated. The standard of Imng is considered to be 
the fundamental cause determining ■wages. Not only must a group of 
labourers receive as wages what are sufficient to maintain the worter ^d 
fa's family, but the wages must be such as to keep the labourers in that 
standard* to which thej- are accustomed. It is virtually a modification 
of the subsistence theory of wages- Standard of Imng means much 
more than mere subsistence level. It means not only the necessanes of 
life;, hut a possibilitv- of receiving a certain amount of eduration, ot 
ebteuning a certain amoimt of comforts and leisure at regular intervals. 

Interpreted in a sense the theory may be true. There are two rreys 
in which the standard of firing may affect the level of wages. First,- 
‘■an established standard of lirirg ■trill cause workmen to stick more 
sffibbonilv to a ‘dShiid fof'vfhat 'fbej- 

it should be pointed out that the ■wages cannot be maintained by thrae 

- -f _? T £.t_ .r a.t.„ ^(wATtnlV- 


ductiritv of the workers. This it can dSTTn two trays. It is well-lmown 
that 'a'aose'cdffeiation exists between the standard of litnng and ffie 
eSdenev of the workers. A higher standard of htnng which enables 
workmen to have more nourishing food, better homes, ireedcro _Mm 
worries, etc, — increases their efficienc}' to a large extent. Thirulj, 
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tlie Standard of living maY_ influ ence.tlie.marginal oroductivitv liv setting 
a limit .tq_tlic_nuinbcr of population. If the wages' do Tiot cover tlie 
standard of living7'tlie labourers may he unwilling to marrj' and have 
children. The supply of labour in that grouj) will fall off ; as a result 
its wages would rise. 

But, if the theory means, as some of the upholders of the theory 
would have us believe, that the standard of living is a direct cause in 
determining wages, then the theoiy may he subjected to a number 
of .^iciCT. First, the standard of living is but one of the c onditions 
dctcrnIiHii% a higher rate of wages, the others are a high productivity 
of industry, improvement in the arts, increasing capital, etc. Secondly, 
a high standard of living and a high rate of wages are mutually 
interdependent. As a high standard of living may cause high wages, 
so also high wages are a condition precedent for maintaining a high 
standard of living. Thus there is arguing in a circle. Thirdly, Cannan 
argues that the history of civilisation is a history of the gradual rise 
of the earnings. The upholders of the theory cannot argue that the 
rise in wages takes place because the standard rises, since the essence 
of the idea of a standard is something that the w'orkers have become 
accustomed to from habit. Lastly, tire theory takes no account of the 
demand for labour and its influence in determining the remuneration 
of labour. It__is a PJjfsIy.sHPpl^thcorj; and as sucli is one-sided. 

To conclude,' tlie thcorj’ may be accepted as true tvith some 
qualifications. The influence of standard of living on wages is mainly 
indirect. It is direct in so far as the standard of living increases tlie 
.efficiency of workers and thus the productivity of the industry as a 
whole ,and in so far as it can increase the bargaining power of the 
lyorkcr. 

liesidual Claimant .Theory i According to Walker , the worker 
is the residual claimant of the products of industry. Wages, according 
to him, equal the whole product, minus rent, interest and profit. Rent, 
interest and profit are determined by their own laws. But as there 
is no specific law by which wages arc detennined, the workers get 
what remains after deducting rent, interest and profit. If, by the 
increase in the efficiency of the workers, the product increases, they 
would get more as wages. The hopeful feature about this theory is 
that it is not so pessimistic about the future of labour as the subsis- 
tence tbeoiy. This is e.ssentially a productivity theory inasmuch as 
it holds that labour gets \vagcs out of its own products, i.c., from its 
own contribution to the natian.Tl dividend. The more the worker 
produces, the more will bo obtained by him. 

But this theory' is defectiv e inasmuch as (a) it cannot explain 
how the trade unions bwTombming labourers can raise wages from 
time to time; and (b) secondly, it takes no account of the relative 
scarcity and abundance in the supply of labour in relation to its 
demand and the influence of tlie supply side in determining the prices 
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of labour, (f) Thirdly, if you can explain rent, interest, and profits 
by the help of supply and demand tlieorj' or a marginal productivity 
theoiy, wages can also be similarly e.xplained. 

Wages-Fund Theory: Based on an idea ^LAdam Smith, the 
Wages-fund theoiy reached its full development at the hands of Mill. 
“W.ages,’* acc.Q rding to Mill, “then... depend .upon. the. demand and! 
supply of labour; or as it is often expressed, on the proportion b'ehvem 
population and labour. By population is here meant the number only 
of (he labouring classes, or rather of those who work for hire; and by 
capital, only_ circulating capital, and not even the whole of Aat, but 
tlie part which is expended in the direct purchase of labour." The 
ivages-fund, or tlic part of capital spent in the direct hire of labour 
was fixed, being the result of sawng or accumulation in tlie past 
period. This fund constituted the demand for labour, and the 
average rate of wages was determined by dividing the fund by the 
number of workmen. Hence it follows that if the general rate of 
■wages is to rise, cither of the hvo things must happen; — ^the fund 
must increase, or tlie supply of labour must diminish. But the increase 
of the fund is rather a slow process, because savings increase slowly. 
Hence came the natural corollary that if labourers were to better 
their conditions, they must restrict tlie number of their cliildren. 
Further, if any group of labourers succeeds in exacting higher wages, 
the only result will be that other labourers .would get less. 

The theoiy ■was attacked by Longe a nd Thprn.tpn, and it .ivas 
latter's criticism which led to Mill's celebrated recantation of .the tlieoiy. 
Later Caimcs tried, in 1874, to defend the theory. The .demand of 
labour, according to Mill, is contributed by the’ amount of circulating 
capital. Hence it followed that the demand Jor commodities was not 
demand jor labour. That is, when people buy commodities, tliey 
spend 'money ;''whereas the demand for labour comes out of a part of 
their savings embodied in circulating capital. The statement was un- 
happy. The demand for labour is a derived dfemand, f.e., derived from 
the ultimate demand for the cornSraditlesi When the demand for 
commodities is high, employers expect brisk trade, and offer more 
employment to labour. Conversely, when the trade is bad. Moreover 
when people spend the whole of their income, labour is engaged in 
turning out finished consumable goods. IVhen people save and invest, 
labour is engaged in maldng producer's goo^. Hence the difference 
between spending and investing is only a difference in the direction 
in which labour would be employed. In the long run, of course, had 
people saved and invested more, the supply of tools, machineries, 
factories, etc., would 'have been increased and improved. This increase 
in the .aids to labour would have augmented the productivity, and 
hence the wages of labour. That is perhaps the only truth in this 
very circuitous statement. 
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But the most fundamental criticism against the theory is tliat the 
.■amount of tlie wages-fund ivas not fixed and predetermined, except in 
t J J J short period. The fund may be 

.to hire S labour is not cither as a stock of money, or as 

fixed. stock ot goods. The volume of money in 

a country is a highly elastic fund, being 
•dependent on the expectation of profit or loss, and on the policy' of 
■the banks. When trade is brisk, and the employers expect good profit 
'.they would lay,out more sums in hiring labour. Conversely, when 
.trade is depressed, the process is slowed down. Similarly, the stock 
■of goods destined for labour, or the volume of circulating capital is 
mot absolutely fixed. The stock of goods may be fixed for the time 
•being, in the sense that the food-supply that is required for the sub- 
.■sistcnce of labour is more or less fix<^ during a season. But it is not 
■fixed for all times. Similarly', the volume of circulating capital is a 
highly elastic fund, varying quickly as a result of the activities of tlie 
■investing public, according as they find it more attractive to invest 
.and so adrance as capital a larger part of their present incomes, or to 
.spend a larger part of tlicir incomes on "a Rolls Royce; or an extra 
OTonth on the' Reviera.” So the wages-fund is a highly clastic fund. 
Its actual volume depends on the very prospect of employing labour 
profitably. The" truth is that the amount which the labourers can 
•draw out of the fund depends on what they themselves put into it, 
.as well as on the competition of the employers. If labour is highly 
efficient, the national dividend will be higher and the share going to 
:iabour will be higher. 

v'^Marginal Productivity and Wages:* The modern the ory of 
wages is an application of the fundamental principles of tlie tficoty of 
•s'alue to labour. Just as the value of a commodity tends to equal jts 
marginal utility to the individual, so given the supply of labour, its 
wages will tend to equal the marginal productivity' of one unit of labour 
to the employer. The marginal prqducc of one unit of labour is 
determined by adding to, or by withdrawing one unit of labour from 
a business, provided the supply of other co-operating agents is kept 
fixed, and the business is organised in the most economical manner 
, , .in all cases. Assuming no change in the 
naY^rproduit otlXSI-; supply of the other co-operating factors of 
production, and no change in the pnee ot 
■the product of labour, the cmplo^Tncnt of more and more units of 
labour in a firm will 'increase Uie product at a diminishing rate. The 
employer will go on adding more and more units* of labour; the- pro- 
ductivity per worker diminishes, until a point will come when the 
•increase in the product due to the cmplo3nnent of the additional imit 
.of labour is equal to the wages paid to the worker. That unit of 
Sabour is Uie marginal unit, and since all units are, by hypothesis, of 


See before »Chap. 2A. 
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equal efficiency, its rate of wages will settle the rate paid to every 
other unit. If the Avages are ahove the marginal net product of labour, 
the employers will curtail the employment they offer to labour. 
Similarly, if the wages are below the net product, the employers will 
bid more for the services of labour. Hence in order that equilibrium 
may exist i.e., in order tliat business may neithei; expand, nor contract, 
wages must be equal to the net product of the marginal labourer. 


It should be dearly understood that tlie .marginal labourer is not 
necessarily an inefficient labourer. He is a “wgrker._of„J3prrnal 
efficiency whose additional output repays the employer with normal 
prbfifT (of course after paying wages), and no more." He is marginal 
in the sense that the addition of him to the labour force equals the 
supply of labourers upto the number which the employer considers 
worth employing at the current rates. 

^f the many criticisms advanced against the theory (discussed 
elsewhere),* tlie most serious is tliat it fails to take .account of the, 
influences acting, on .the s upply -side. A wage is not merely a price 
paid for a factor; it is also the income of a labourer and as such, reacts 
on his efficiency. Wages must not only be equal to marginal product 
of the labourer, it must also be adequate to support his standard of 
living. If the ^vages do not cover the standard of Hying of the 
workers, tlien either the standard wll be lowered, in which case the 
efficiency mil suffer, and the marginal net product will fall. Or the 
birth-rate will decline, the supply of labour will fall, resulting in an 
increase in the marginal net product. Hence we cannot ignore the 
reactions of payment of wages on the supply side. 


It should be noted that the theory is a, static theo.ry. It states 
tliat in the long run there is" a tendenq' for the rate of ivages to 
, become equal to the marginal net product of 
roShion® labour- But it does not say that wages will 

actually reach the standard. In order to 
bring the theory' in touch mth realities, we must make suitable 
allowance for the other things that we assume constant. In real life, 
competition in the labour market is seldom perfect. Masters are every- 
where in a sort of tacit combination as against labourers. As the 
market for labour is imperfect, the actual wage-rate will be below the 
marginal net product of labour. We should take account of the 
improvements in industrial teclinique and organisation, because these 
have been the principal sources of increase of ivages. We must also 
take account of the influence of the simultaneous increase in the supply 


of other factors, notably of capital, whicli is after all the normal case. 
Hence the theory takes many thinp;s as constant. It does not, there- 
fore, furnish a complete explanation of wages. It merely "throws 
into clear light the action of one of the causes that govern wages.” 


* See before. Chap. 24. 
14 
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“Wages stand for the marginal discounted product of labour” : 
This is P rof. Taussig ’s theory of wages. He would not accept the 
specific or the marginal productivity theory; for, in his opinion, there 
is no specific product ascribable either to labour or to capital. There 
is a joint product, — the fruit of the co-operation of labour and capital. 
Prom this joint product, it is impossible to isolate the separate con- 
tributions of each of the hvo factors. He would go further and say 
that capital was itself not a separate factor of production. It was 
the embodiment of past labour. These fruits of past labour — ^the 
capital-goods — are owned by a separate body of persons, — ‘capitalist- 
employers’ as he called tliem. Capital is tlius congealed previous 
labour. Though organisation was' a separate factor, its reward “are 
best regarded as simply a form of wages”.* Hence the same principles 
would determine the rewards of past as well as present labour, hired 
as well as independent labour. 


Now, labour, past and present, hired and independent, in co- 
operation with each other produces a joint output on the marginal 
i. i.e., land on which no rent is paid, 

marginal output? Since the marginal land, for economic pur- 

poses, makes no contribution to the output, 
this output he calls the “marginal .output” of labour of all kinds. The 
marginal product can be measured in rivo ways. It may be the output 
produced by some specific unit of labour. It can be definitely measured, 
— “you can put your fipger and say, here it is”. This is called the 
discrete margin. The other type of marginal product is called 
“conceptual”. It is the addition to the total outpuriniade by “anyone 
bf a number of units, yet from no particular one”, t When a group of 


workers is employed in a factoty, the total output is increased. Bui 
we cannot demarcate the specific product turned out by each labourer. 
We cannot put our finger on the actual things produced by the worker. 
But we can measure his ma rginal outpu t. i.e., the..,^ition_niad,e_tp, 
the.total, protoc^ as^ a resu'ITof e mploy ing.pne worker. The labourers 
Why 'is the" outpur"''“""°r'e^ 

discounted? output. For, production takes time. Labour 

is a future good in the sense that by employ- 
ing labour, one cannot get the final product immediately, but only 
aftw a period of time. In the meantime the labourers, must be 


supported. It is the function of the capitalist employers to support 
the labourers by giving them advances. They cannot therefore hand 
over the full amount of the output to the labourers. They would 


deduct a certain percentage from the final output on account of the 
ad-vances tliey have made, and hand over the rest to labour. This 
deduction, or discount takes place at the current rate of interest. Thus 


* Principles. 3rd. Edn. P. 164. Also see P. 131. "The theory of wages should 

consider die remuneration of every sort of labour.. of such independent 

workmen as well as of a hired labourer.” 
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wages are equal to the total product of labour on the marginal land 
minus the amount discounted on account of tlie advance._> 

Such is then Taussig’s theory of ivages. He himself sees tivo 
■difficulties in his tlVeory. First, it is "a dim and abstract one, remote 
from tlie .problems of., reaj_life..” But, as he himself states, it is no 
special defect of his theor)^ All theories of ^vages — ^nay, all economic 
generalisations suffer from this fact. Secondly, to come to the more 
serious objection, the joint product is discounted at the current rate 
■of interest. But according to him, interest depends simply on the 
excess of what the labourers produce in the future over what is 
advanced to them in the present; hence “the rate of interest would 
result from the process of advances to the labourers.” But the rate 
■of wages and the rate of interest are determined from the same 
process of advances. Hence if we assume the rate of interest, we 
know at the same time the rate of wages. To determine wa^es by 
■disco.unting at the current rate of interest would be thus arguing in a 
■circle. He meets this difficulty by arguing that we can determine the 
rate of interest by tlie rate of time-preference independently of the ■ 
marginal productivity. And with the interest thus determined by time- 
preference, we can discount the marginal product of labour. But this 
solution of difficulty is merely evading the issue thus raised. 

Taussig has been criticis.ed on the ground that he is inconsistent. 
Since he himself states that we cannot determine the marginal product 
■of labour, then how, .and, .what would we discount? But this mis- 
■conceives the true meaning of liis thebi^'.' 'though he used the 
expression ‘marginal product of labour’, he did not mean by it the 
specific product ascribable to labour. He merely meant the joint pro- 
duct of labour, past as well as the present, .determined at the margin 
of cultivation, where there is no rent. He used the expression 
‘marginal’ only to exclude any rent element, or any exceptional profit, 
or monopoly gains. 

His theory is residual, claimant theory. That is, it states that 
.after rent, interest and profits are deducted from the total output, the 
remainder goes to labour as wages. As such, it suffers from all the 
<lefects of the residual claimant theory. 

But the great defect of his theory is that it. fails to take accou nc 
■of the inihiences-th at determine flie s uppl y of la bo.ur.. It takes the 
"supply of labour to be^ fixed, and then defermines~its marginal product 
In this respect, the theory marks no advance on the marginal pro- • 
■dnetivity theory of wages.* 

* According to Mr. Hicks, this theory can be held valid if we a.,snine that ; 
the period of production is variable. Now one of the factors of production w’hich- 
is necessary to co-operate with labour is circulating capital. Taussig’s diSicully 
■arises from the fact that he assumes the period of production as constant. If then,, 
the amount of labour slightly increases, there must also be some increase in the 
amount of circulating capital, even though other factors are kept constant. Hence 
the cost of this , additional circulating capital must be deducted, ijC., discounted 
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in Wages: The usual theories of wages deal with, 
the factors that determine flie general rate of wages. Thej- do' not 
take account of the fact tliat -the rates of wages ■vai^’’ greatly from, 
occupation to occupation. ' Wiat is tlie explanation of these differences, 
in wages? 

As before, let us start tvith the assumptions made in the theory 
of wages; labourers are equally efficient, and that there is full jmd. 
perfect competition among them, so tliat the choice of occupations is- 
free, any worker can enter any profession he likes. Will there be any 
difference of irages under these assumptions? Certainly, and due to 
the following reasons, which were stated by Adam Smith in an. 
admirable chapter of his hook. 

(fl) Ag reeableness or . disagreeableness of occupations. Wages in. 
a disagreeable occupation must be higEer'tHan those in an agreeable 
occupation, otherause no one would take to the former. “The most 
detestable of all employments, that of public executioner, is, in pro- 
portion to tile quanti^' of work done, better paid than* any common- 
trade whatever.” 

(J) The ease and chea pness or die difficult}' and expense of 
_lrarnin^it. Some occupations require alonger time toTearnTand^a^ 
mucli more expensive course of instruction than others. Earnings in- 
sucli emplo}™^^ must be higher than those in others which require 
less or no training. . For unless the remuneration is higher, no one 
would spend money and time in learning these trades. 

(c) The constancy or inconstancy of em plo junent . If work in- 
any occupation'is intermittent, the rate of iv^'es must be higher than 
in occupations where work is constant. In the former occupations 
workers have to remain idle on occasions, and wages earned' during’ 
the working period must be high enough to leave a surplus u-ith whim- 
they could maintain themselves during tlie idle period. 

(d) The small o r great trust which m ust be reposed in those 
who wor k." "TEeTivages of goldsmiths and^jewellers are eveiywHere- 

supenor” to those of many other workmen on account of 

precious materials tvith which they are entrusted.” The salaries of 
managers of corporations are said to be liigh because thej' accept 
heav}' responsibility. 

(e) The probabilitt' o r i mprob abiliti’ of success. Where there 
are chances of total failure, file rewardi'eofresporidin^y must be high- 
enough to cover the risk of failure. But if the occupation holds out 
hopes of a few great prizes u-ith the coveted distinction of a conspi- 
cuous position in the public eye, it usually attracts competitors in such- 

from tlie marginal product But there is no reason why we should suppose that 
the period of production is constant If more labour is then associated with the 
same amount of circulating capital, the period of-production will be shorter. And* 
the additional product need hot be discounted as no extra circulating capital is 
required. Thus it is perfectly correct to explain wages by the theory of discounted! 
.marginal prodnetivitj*. See Hicks. The Theory of Usages. P. 17 footnote. 
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■large numbers that the average remuneration may be very low. The 
best example is that of law. 

These are the causes of differences in wages, if all labour is of 
■equal efficiency, and if there is perfect mobility of labour. But all 
-workers are not equally efficient. And some are endowed with great 
native ability; a much larger number can attain to moderate proficiency; 
while there are others whose ability is of the lowest type; wages, 
therefore, would be different, depending upon the ability of the 
workers.' 

The assumption that there is perfect mo bility of labou r, that the 
workers can enter any occupation is certainly far removed from actual 
life. Mobility between the different occupations is very imperfect. 
And this explains the apparent anomaly that the most dirty and 
■disagreeable work, instead of being better paid than others, is invariably 
paid very low wages. 

The obstacles to free movement of labour from one occupation to 
another are mainly due to the presence of non-competing ^oups of 
,, .. workers. The society is divided into several 

of^^o«r'”and distinct groups. A rough examination 

would divide the society into five such groups. 
The lowest group comprises the common day-labourers. This group 
is characterised by lack of special skill and special training. It does 
most of the heai'y manual laliour, or operates very simple mechanical 
■deidces. The second group is composed of the semi-skilled workers, 
who, while not needing much skill and training, tot bear some respon- 
sibility, and must have some alertness of mind. To the third group 
belong the sidlled workmen and the upper group of clerical workers 
■and salesmen. In this class arc the expert carpenters, electricians and 
the like. To the fourth group belong the middle class people. The 
bighest group is tliat of the professional men and business executives. 
To this class belong engineers, accountants, la^wyers. These ■various 
groups arc non-competing in the sense that those born or placed in a 
particular group usually remain there and do not compete with other 
groups. The barriers between these groups are not impassable; yet 
these are barriers which only the ablest can pass. The barriers are 
mostly due to three causes; expenses of training and education, the 
subtle influence of environment, and differences in inborn ^fts. People 
in the lower groups cannot afford to meet the expenses necessary for 
learning one of those higher trades. The influence of emironment, 
-the force of example and limitation, the family atmosphere — ^all tend 
to keep a youth in the occupations to which his parents belong. The 
children of labourers generally inherit a low capacity; their early 
training and education are not much; and they have also fewer 
■opportunities. On the other hand, the children of the higher income 
groups inherit in general great capacity; they get more expenswe 
■training and education, and their opportunities are better. The indi- 
•vidual belonging to the lower groups may attain to higher groups if 
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he has got more than ordinary ability, if he has been carefully trained„ 
and it his opportunities of learning the higher paid occupations are- 
good. Such a combination is rare. Hence the higher the social group,, 
the less crowded it is, and its earnings are dorrespondingly higher. 
-The presence of the non-competing groups is one of the main explana- 
tions of differences in rvages. 

Why -wages of -women are lower? Women as a class get lower 
wages than men. What is it due to? 

■ One cause of lower wages is that tliey possess, in general, less 
physical strength and endurance than men. Another cause is that 
most of the girl workers are not permanent workers. Tliey do not 
generally take to any profession for good, but only for' a limited period, 

■ and look forward to marriage. So they take up that sort of -work 
which can be quickly learnt. 

But the most important cause of lower wages is that very few 
occupations are open to women. Choice of occupations is not free for 
them. Custom and lack of training also have shut them out from 
many occupations. And in those occupations, which are open to- 
women, there is consequently a relative oversiippl}' of worters and 
hence lower wages. 

Lastly, it should be noted that women have weaker bargaining 
power. They are mostly temporary workers, and they have evidently 
smaller responsibility for dependents, since they have not, except .in 
unusual cases, to support a family. Hence they are not easily organised^ 
into trade unions. They, therefore, get lower wages than- men. 
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SOME LABOUR PROBLEMS 


Trade Unions: We have already commented on the pecu- 
liarities of labour supply. Labour has no reserve, and like time, it 
will not keep. IE the labourer withholds his labour it is lost for ever. 
He has no power to wait. He must work or starve. He is not in 
a position to hold out in the hope of exacting a fair price for his labour. 
Moreover, he has generally an inferior Icnowledge of the market con- 
ditions or of the prospects of trade. He is therefore at a great 
disadvantage in bargaining with his employer. The trade union is an 
organisation which puts him on a footing of equality with his employer 
as regards bargaining strength. 

A trade union is, according to the classical definition of Sydney 
and Beatrice Webb, ‘a continuous association of wage-earners for the 
purpose of maintaining or improving the conditions of the emplo}'- 
nient.” The functions of a trade union are therefore to maintain the 
position and conserve the advantages already gained by tbe workers 
and secondly, to attempt to advance the cause of the trade unions. 
It is a imlitant orqamsalion designed to fight the cause of the worker. 
It is also a viimirant association, a benefit organisation, providing 
sickness and accident benefits, supporting the worker when he is 
temporarily out of work. 

Trade unions and wages: The main concern of the trade 
unions is still with the question of wages.. Originally it was thought, 
especially by the labour leaders, that the trade unions helped workers 
to obtain higher wages. They neutralise the bargaining weakness of 
the \vage-eamcrs and enable them to exact higher wages from the 
employers. On the other hand, it was argued by tbe classical 
economists that the trade unions could do nothing towards increasing 
the level of wa.ges. If the wages are maintained at an artificially higher 
level nrofits will shrink; savings will fall off and businessmen will be 
unwilling to continue in business any more. As a result, the rate of 
wages will fall. 

Trade unions may affect the general level of wages in hvo ways. 
First, they help the workers to obtain the full value of their marginal 

• ,1. net products from the employers. Under 

Can they raise the , r r j . 

Bencral level of wages? Perfect competition, the rate of tvages wll 

, tend to equal the marginal net product of the 

labourers. But competition is seldom perfect in the labour market. 
The weak bargaining power of the worker makes it improbable that 
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in all cases he will get his true marginal worth. The trade unions 
will correct his bargaining weakness, and so enable him to raise his 
wages to the level of the full value of his marginal net product. 
Secondly, trade unions may help in increasing the marginal productivity 
of the workers. It should be noted that the marginal productivity of 
labour depends also 'on die efficiency of the employers, j.c., on the 
proportion in which labour is combing with capital, natural resources 
and other agents of production. The efficiency of the different 
employers is different. There is therefore alii’a3's the possibility of 
increasing the productivity of labour by screwing up less efficient 
entrepreneurs to the level of the more efficient. In this thej^ may 
be successful in driving up the general rate of wages. A fall in the 
rate of profit on invested capital may induce businessmen to continue 
longer in business, or to put forth greater enterprise and efficiency 
so as to lead to a general improvement in the organisation and manage- 
ment of the whole industry. The trade unions may alter die marginal 
productivity' of labour indirectly by influencing efficiency of die wage- 
earners. They may foster habits of sobriety, honesty, etc., and help 
the younger generation to acquire industrial skill. As the efficiency 
of the workers increases, their marginal product and wages will also 
rise. 


Lasdy, a trade union may be able to increase the marginal pro- 
ductivity of a particular group of labourers, by suitably restricting its 
nr r,t a r«rf!r„iar supply. Tlic conditions undct which it will 
group? ** already been stated in 

our discussion of tbe case of joint demand. 
First, the demand for that group must be inelastic. In other words, 
the success or the failure of the trade union will depend on the 
elasticity of substitution. The more easily the employers can 
substitute that kind of labour by other resources (say by substituting 
machines for labour) the less will be the power of the union to force 
its demand. Secondly, the demand for the commodity which that group 
helps to produce must also be inelastic: thirdly, the total rvages of 
that group must form a very small part of the total costs ; and fourthly', 
other factors are 'squeezable'. If any of these conditions is fulfilled, 
a particular group may be in a position to raise its wages. But in 
the long run, it is doubtful whether it will succeed in its purpose. 
The high cost of employing labour will induce the employers to search 
for substitutes, or to invent machinery for doing the work done by 
that group. The demand for labour will fall off, and so also its rate 
of wages. 


Right to Strike: The main fighting iveapon of the trade 
unions is tlie strike. Just as the employers can terrorise the workers 
by the threat of discharge, so the trade unions can force the hands of 
the businessmen by their threat of strike. The right to strike is there- 
force the counterpart to the right of discharge. 
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"A strike is a concerted withdravsral from work with the design of 
securing return to the same employment under better conditions than 
Is there an unqualified ^ employers.” The 

light to strike? of “10 strikers is to go back to their old 

jobs again at their own terms. Around the 
question of the right to strilce, a great controversy is still going on. 
In private employments, there is no doubt that the workers should 
possess full freedom of going on strike when they think that the con- 
ditions of employment are unbearable and the employers are adamant 
with regarf to the claims of the workers. But what about the right 
to strike in public and quasi-public industries? It is argued that a 
strike and the consequent cessation of work in one of the essential 
public services, like the railways, water supply, etc., cannot be 
countenanced by the community. There is no doubt that tlie com- 
munity is entitled to see that the operation of the vital industries is not 
paralysed. In return, it must guarantee to the workers reasonable 
conditions of employment. It must open up effective channels through 
which the grievances of the workers will be given proper hearing and 
properly redressed. It must organise, if possible, joint committees, or 
work councils composed of the representatives of workers and employers 
so that the fonuer would have a voice in the determination of the 
conditions of work. The right to strike is not an inherent right, but 
a right limited by the greater rigljt of the community. 

Agencies for Industrial Peace: The evil effects of strikes 
and the losses 'they entail both upon employers and employees are 
obvious. Is it not better, on the principle that prevention is better than 
cure, to organise business relations in such a way that the necessity 
■of strikes is minimised ? Among tlie schemes that have been suggested 
as remedial measurse the prominent are profit-sharing, sliding scales, 
and work councils. 

(a) Profit-sharing: It is a method whereby the employees receive 
a portion of the profits of any business concern. The surplus that 
remains after deducting the expenses of a business is shared between 
employers and employees either in proportion to fifty-fifty, or in pro- 
portion which the total interest bears to the total wages. Sometimes, 
the shares of workers are not handed over to them directly, but invested 
in the business to the account of tlie workers. 

Much was at first expected from this scheme. It was thought 
that it would bind the worker more closely to the firm ; that it would 
improve business relations, and minimise industrial disputes; that it 
would provide a greater incentive to the labourers to increase their 
output, not to waste materials and to be more careful about the 
■machinery. In this way. the output will increase to the benefit of the 
employers, employees and the society. But these expectations have not 
materialized. It has not prevented strikes from occurring. It is dis- 
liked by the trade unionists because it is usually adopted with a view 
to weaken the trade unions and to wean away the workers from their 
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unions. Moreover, it is argued that profit-sharing must involve loss- 
sharing. Profits do not always depend on the efficiencies of workers 
and employers, but on other factors as well. For example, a slight fall 
in the price may wipe out the profits altogether. Since the workers 
are paid a share of the profits, they must also take a share of the 
losses too. The prospect for the widespread development of methods 
of profit-sharing is not therefore very great. 

(b) Sliding Scales: The essence of these schemes is that the rate 


of wages should vary with changes in the price of the product in ac- 
cordance with a previously stipulated ratio. There is generally a basic 
rate of wages correlated with a basic price. If the price rise.s, the 
wages would rise by a given proportion. In this way the workers 
are made to share in the good and bad times of the business. There 
is generally a minimum rate below which wages shall not be allowed 
to fall. Sometimes, the sliding scale is based upon profit. If the 
profits rise above a certain percentage, the ivages should also rise by a 
given degree. It may also be based on the cost-of-living index-numbers. 
If the cost-of-living rises, wages should automatically rise. 

The sliding scales have been criticised on the ground that_ "there 
seems no valid rea$on why the wage-earner should voluntarilv put 
himself in a position in which any improvement of productii'e methods, 
any cheapening of cost of carriage, any advance in commercial organi- 
sation, any lessening of the risks of business, any lightening of the 
taxes or other burdens upon industry, and any fall in the rate of 
interest — ^all of which are calculated to lower pricie — should auto- 
matically cause a shrinking of his wage.” This shows the necessity 
for revising the basic rate of wages when the fundamental business 
conditions undergo changes. The adoption of sliding scales would 
remove some of the difficulties of the wages question. 

•(cl JVorks Councils: The essence of this scheme lies jn the 
recognition of the claim of the workers to a share in the determinadon 
of the conditions of emplojanent. It was first 
IVhitley Councils. formulated in the report of the_ famous 

Whitley Committee of England in 1917. 
First, works committees are organised in each firm, composed usualjv of 
equal number of representatives of workers and employers. Sonietimes 
they consist only of representatives of workers with opportunities of rrady 
access to the head of management. Regular joint meetings ^e held 
at which all outstanding questions are discussed. Secondly. Districts 
Councils are organised composed of the representatives of trade unions 
and of employers in the industry. -i v, - 

The Works Committees, also known as Whitley Councils have 
tended to produce greater harmony between workers and employers. 
By associating the worlcer ivith some aspect of the actual conduct of 
business, they have tended to develop a greater sense of responsibihtv 
among the workers. Disputes seldom reach the breaking i»int, and 
are settled by voluntary' discussion before they reach the brealang point. 



SOME LABOUR PROBLEMS 


219 


Settlement of Disputes: But inspite of the best endeavours^ 
industrial disputes will sometimes occur. Therefore some madiinery 
must be devised whereby these disputes can be settled. The two out- 
standing methods are conciliation and arbitration. 

(a) Conciliation: The essence of the scheme of conciliation 
is that the two parties to a dispute should come together, discuss and' 
finally settle their disputes. Since it may be difficult to obtain the 
consent of the parties for the appointment of a Joint Board at the- 
time when the dispute has already broken out, it is better to have- 
Permanent Boards of Conciliation for the settlement of differences. 
In India, the Trade Disputes Act of 1929 gave the Government the- 
power to appoint a Conciliation Board to enquire into any dispute 
on the application of one of the parties. Given sufficient goodwill on- 
both sides, these Boards may prove useful. 

(b) Arbitration: The central idea of the schemes of arbi- 
tration is that the disputes are referred to an outside authority for 
decision. Arbitration may be public or private. It may be voluntary 
or compulsorj'; i.e., the parties may or not be obliged by law to refer 
their disputes to arbitration. Lastly, the decision of the Board of 
arbitration may not be binding upon the parties, or may be legally 
binding upon both. 

If the parties pri-rately agree upon referring their disputes to an- 
Arbitration Board and upon abiding by its decision, much is gained' 
thereby. There is also a vast gain for pride and temper; “it enables 
parties to withdraw ivithout loss of pride from the bellicose attitude.” 

Under public arbitration, the government may simply appoint ore 
prhitration hoard on the request of the parties, or may require both- 
to refer disputes to a Board before any strike or lock-out. The Board 
first tries to bring about a settlement behveen the parties; failing, it 
conducts a thorough investigation into the disputes and publishes a 
report containing its recommendations. The recommendations may 
not be binding upon the parties. But it is urged that the pressure - 
of public opinion will force the parties to accept them. In Australia 
and New Zealand the recommendations are binding upon the parties. 
A strike or a lock-out is punishable by fine or imprisonment. But it 
may be difficult to enforce such decisions in the face of the strong 
opposition of any group. 



CHAPTER 29 
PROFITS 


The terra, “profit” is usuaUy understood to raean the difference 
"behveen tlie total sale-proceeds obtained by a businessman and the 
total expenses of production. It is the surplus that remains in the 
Tiands of the businessman after paying rent, wages, interest on 
"borrowed capital, etc. This profit is regarded by the economists as 
^ross profit. It includes many things which, according to the econo- 
mists, should not be classified as profits. Gross profits, or the difference 
between the total sale-proceeds and the actual outlay on capital, etc., 
includes: — (a) rent on land, owned by the employer himself, and the 
difference between economic rent and the actual rent paid in respect 
of other lands. A person may not always pay the full economic rent 
in respect of a land held by him, and his profits are thus swollen by 
such excess gains, (b) Interest on capital. The interest that the 
emplo)'er has to pay on the borrowed capital is usually deducated by 
him from his gross sale-proceeds before determining his gross profits. 
But he does not always deduct the interest on his own capital that 
he has invested in his business, (c) The remuneration oj the entre- 
preneurs as such. The sum that remains after deducing the former 
two items is the proper income of the entrepreneur. 

Even this income that remains after deducting the first two items 
is not regarded as profits by the economists. According to them, this 
Earnings of manage- includes the earnings of man^emTOt, 

-raent and profit '-C” fhe entrepreneur s remuneration for 

managing, organising and co-ordinating the 
work of the concern. This remuneration is equal to the sum which 
the businessman would have obtained, had he been employed in suit- 
able work by some one else. Hence this income should be classed not 
as profits, but as wages. These earnings of management are best 
regarded as a part of the normal cost of production. Profits are the 
difference between price and the normal cost of production. This will 
be evident if we study the profits of a joint-stock company. In such 
a company, the actual work of managing and superintending the 
business is entrusted to salaried managers. The salaries of these 
managers are included in expenses. The profits that are distributed 
among the shareholders do not therefore include earnings of manage- 
ment. 

Profits are therefore the income which the entrepreneur obtains 
-on the following counts. First, profits include some reward for risk- 
taking and uncertainty-bearing. One of the 
.Elements in profit. main functions of the entrepreneur is to 
assume the risks of production. And for this 
Tisk-taking he gets some additional income. Secondly, profits include 
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some income which the businessmen manage to secure either on account; 
of their monopolistic control over the supply, or because of the exis- 
tence of imperfect competition. In real life, every businessman is ofteni 
able to secure some monopolistic or semi-monopolistic control over the 
markets. Hence he is in a position often to charge a slightly higher 
price than would be possible under perfect competition. He flierefore 
earns some extra income. The existence of market imperfections- 
may swell the profits in another way. Competition in the market for 
labour or for any other factor of production may, and is often, imper- 
fect, as a result of which the employer is in a position to exploit the 
situation and pay those factors an amount of remuneration which is. 
less than the values of their respective marginal net products. Thirdly, 
profits often contain large amounts of fortuitous gains. These gains 
arise from the good ludc of certain enterprises. A sudden shift im 
demand may drive up prices, and so may bring large gains to the- 
entrepreneurs. 

Theories of Profit: The doctrine of profit is the most 
unsatisfactory part of economic theory. It is an elusive, uncertain- 
income which defies attempts at definition. Various theories have- 
been advanced to explain the nature of profit. We shall examine them- 
one by one. 

Rent theory of Profit: This theory was first developed by- 
Francis. A. Walker..._He first introduced the distinction between a 


capitalist 3Sia“air~entrepreneur into English economic theory. The- 
possession of capital is not the indispensable qualification of an entre- 
preneur. An entrepreneur is a person who only manages his business 
ivithout advancing any capital. 

According to Walker, profit is the rent of ability. Like the- 
differences in the fertilities of the different grades of land, the abilities, 
of the different businessmen are also different. There are entrepre- 
neurs, like Ford, who belong to the ablest grade of producers. At 
the bottom, there are entrepreneurs who barely manage to cover their 
Profits— the result of ™®ts of production. And bettveen these two- 
superior abilitj-. classes there are infinite gradations of abilities. 

Just as rent arises because of some differential' 
advantage, either of fertility, or of situation, possessed by a piece of' 
land, so profits arise because of some exceptional abilities or the 
exceptional opportunities of the entrepreneur. Like the no-rent or the 
marginal land, there is also the no-profit, or the marginal entrepreneur, 
who just manages to cover his costs of production by selling his output 
at the current prices. His abilities are marginal. Entrepreneurs of 
higher abilities -earn profit, which is measured from the no-profit level. 
Hence profits, like rent, do not enter into the price of the product. 

It should be noted that, according to Walker, the wages of' 


management, i.e., the amount which the entrepreneur could have 
earned as a salaried manager in a competitive market, should not be 
included in profits. “Profits not in excess of wages we have agreed’ 
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to consider no profits at all." Hence the criticism of Walker’s theory 
on the ground that there cannot exist a no-profit entrepreneur, because 
everybody must obtain normal earnings in the long run is beside tlie 
joint. 

The theory may provide a measure of profit, but it does not 
provide an explanation of the nature of profit. The most serious 
•criticism against the theory' is that it overlooks the_.important function 
•ofThe'entrgprmeur as a ri sk-bea ren' From the profits of tire enfre- 
prSieurs7'we musr*H^ucF tire losses sustained by the others who 
have been driven to bankruptcy. When this is done, there will be 
found no surplus element in profit, and the analogy' to rent vanishes. 
Moreover, it fails- to explain the profit of tlie ordinary' shardiolder of 
joint-stock companies. But the most fundamental criticism is that 
the theory does not even explain the main causes of the size of profits 
The differential gain arises because of the scarcity of the superior 
units, either -of land, or of the- entrepreneurs. But the real thing is 
tlie explanation of the causes of the scarcity of the superior units 
In the case of tlie rent of land, tlie point is not of great importance 


because the limitation is due to nature. But the analysis of the causes 
.that limit the supply of the superior entrepreneurs ivill furnish the real 
key to the problem of profits. "Hence the rent tlieoiy' of profits can 
throw no light on tlie fundamental questions." 

Moreover, it cannot be said that profits do not enter 'into price. 
The reward for risk-bearing must enter into long-period cost of pro- 
•duction. In the short period, profits may not enter into price. But 
in tlie long run, tlie supply of entrepreneurs being not fixed by nature, 
the normd profits must form a part of costs of production. 

Profits and Wages; A large group of economists regards 
profits as tlie remuneration for the exercise of business ability'. Tanssig 
and Davenport are the two most ■ proniineni 
Profits are determined advocates blithe theory. Profits, ' according 
in tlie same way as Taussig, "are best regarded simply as a 
form of -wages.” The businessman’s income 
is extremely irregular, and is a surplus that remains after meeting 
-the expenses of production. Yet it is not due to clwnce. Continued 
success is due to the possession of some qualities, — skill and ability in 
organisation and shrewdness in meeting risks. The reward for these 
-qualities is profits, and rewards are analogous to w-ages owing 
primarily to two reasons. First, entrepreneur’s actiwty as such is 
still a form of labour,— -a sort of mental labour, marked perhaps bv 
many peculiarities, among which the most striking are the n.sks and 
uncertainties. The barrister’s and the physician’s earnings are classed 
as wages, though the predominant elements in their actiwties are more 
. or less mental,— shrewdness, judgment, etc. -nie entrepreneur s abilities 
are almost of a similar sort, and hence profits should he regarded as 
wages Secondly, “salaried posts of management have a very' wide 
-iMge— foremen, superintendents, general managers, presidents. A 
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process of transfer is constantly taking place between the salaried 
ranks and the independent business managers. Both are affected by 
causes of the same sort.” Hence the theory of wages “should consider 

the remuneration of every sort of labour of such independent 

workmen as well as of a hired labourer.” 

The tlieory furnishes both an explanation of the nature of profit, 
as well as a justification of profits. But it overlooks the real distinc- 
tion between profits and wages. Wages are fixed and stipulated 
incomes; profit is an irr^lar, uncertain income. 

There are at least three reasons wh)' profits should be distinguished 
flora wages. First, the most prominent function of the entrepreneur 
is the assumption of risks and uncertainties. The wage-earners have 
■of course to assume some risks. The industry for which they have 
been trained may be declining, and so they may lose tlieir jobs. But 
Ihe risks of the businessman are much larger in number and greater 
in intensity than those of the workers. Secondly, the element of 
chance or fortuitous gains fonns a greater portion of profits than of 
wages. In otlier words, the true earnings of effort form a very large 
■part of wages, and often a small part of profits. Lastly, profits are 
-often swollen due to the imperfections of competition, whereas imperfect 
competition often tends to depress wages below the marginal net 
product. Selling in an imperfect market, the businessman are often 
able to ■filiarge slightly higher prices tlian would be possible under 
perfect competition. The error of identifying profits with wages 
•becomes apparent when we analyse the net incomes of the joint-stock 
■companies. Their profits and earnings of management are essentially 
■different. The ordinary shareholders do not exercise any particular 
function in connection with tlie business. They are predominantly 
■risk-bearers. Owing to these reasons “tliere is a scientific necessity 
for treating differently profits and wages.” 

Risk-bearing and profits: Almost every writer is agreed that 
profits arise because of the risks inherent in the productive organisa- 
tion. Hawley’s name is prominently associated with this theory. 
AccordingTo him, the most essential function of the entrepreneur is 
_ . risk-taking. Risks are inherent in all busi- 

dor risk-taking. t"® assumption of risks is necessary 

if production is to continue. But the bearing 
•of risks is unpleasant and irksome. Hence risks would not be borne 
without the expectation of a reward. Profit is the reward for the 
risks that the entrepreneur bears. And the remuneration must be 
something more than the average normal return on the capital risked. 
For, no one would subject himself to risks if, on the average, he 
■gets only the normal return to be obtained from the safe investments. 
Tierce the reward for risk-taking must be higher than the actuarial 
.'or the average value of the risks borne. 

Moreover, the risks ■will act as a deterrent to the entrance of 
imen into the enterprises. In this ■way, the supply of entrepreneurs 
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willing to embark on risky businesses is diminished, and those who 
venture and survive, secure an excess return because of the limitation 
of competition. 


Very few economists would deny that profits include a remunera- 
tion for risk-taking. But that does not mean that risks should take 
the whole stage to the exclusion of others. Profits, of course, go to 
the person who assumes risks, but do not go only as a compensation 
for tlie -risks in proportion to their magnitudes. On the other hand, 
as Carver points out,* profits arise not because risks are borne, blit 
because the superior entrepreneurs are able to reduce risks. Hence 
paradoxically it may be said that the businessmen get profit not because 
of the risks they bear, but because of the risks they do not bear. 
Further, according to Knight, not all kinds of risks give rise to profit. 
There are certain risks which are ‘known’ in the sense that their 
average incidence can be measured by statistical methods. For 
example, the average risk of death in a community can be statistically 
determined, and a sum can be fixed as a premium to cover such risks. 
There are other risks whose incidence is unknown, i.r., not determinable 


by statistical methods. The remuneration, or the premium for the 
known risks is not profit, but is included in tlic costs of a business; 
whereas profits are a surplus above costs. Profits arise due to the- 
assumption of the iiiikiioK'ii risks. Lastly, it is doubtful how far there 
is a real cost of risk-taking. There seems to be little evidence to show 
that the bulk of the entrepreneurs must be paid some additional reward 
to induce them to take up a risky business. All that is necessary is. 
that they should know that they tnay make large profits in such busi- 
nesses. 'Many people remain in business because they r-alue their 
independence. They wish to give orders, not to receive them. That 
such a position may be attended with risks may not deter them from- 
managing their own business. 

Uncertainty-bearing and Profit: Modern theories of profit 
maintain an inevitable connection between profit and uncertainty- 
bearing. The assumption of uncertainty, like that of waiting, is a 
disutility and must therefore be rewarded. Just as it is the function of 
the capitalist to supply rraiting, so it is the peculiar function of the- 
entrepreneur to bear the uncertainties of production. Profit, the income 
of the entrepreneur, is therefore the reward of uncertainty-bearing. 

Uncertainty has been defined by one writer as “tiie cxpectation- 
of tile irregulaiity of income.” Knight makes a distinction between 
_. . . risks and uncertainties in this way. Not all' 

rista'S “neertainw^^^^^ kinds of risks give rise to uncertainty There- 
arc some risks, e.g., the risks of death, wnose- 
average incidence in a communitj’ is statistically measurable, and to 
cover which a premium may be fixed. These are ‘risks’ proper, anj 
do not generate a feeling of uncertainty. There are, however," other 


* Carver. 0 / Wealth. P. 274. 
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risks which cannot be foreseen, or measured in that way.' These latter 
risks pve rise' to uncertainties. And in order to induce people to 
shoulder tliese risks, we must offer them a reward over and above 
that expected in industries where there are no uncertainties. That 
reward is profit. 


Uncertainly-bearing has been ranked as a factor of production 
like waiting. The unit of uncertainty-bearing has been defined by 
. ' . . Pigou as “the exposure of one pound to a 

Uncertamty-brarinB is given scheme of uncertainty in an act the 

a factor of production. consumption of which occupies a year.” 

The demand for the various units of uncertainty-bearing comes because 
they are productive. This productivity of uncertainty-bearing is best 
illustrated by Pigou’s example of br^ing the vases. Uncertainty- 
bearing, J.C., people’s willingness to assume uncertainties has a supply- 
price, depending (o) on the character of the entrepreneurs. Men of 
cautious temperament will he attracted only by a very high reward, 
while gamblers will rush in where wise men will fear to tread. It 


depends (6) also on the total amount of resources possessed by 
investors, and (c^ on the proportion of these resources to be exposed. 
Richer persons are more willing to venture into risky investments. 
When the business requires the investment of a smaller proportion 
of the total resources, a person may be willing to risk it for a smaller 
leward, while he will expect a higher profit when it will absorb a 
greater part of his capital. 


Moreover, uncertainty-bearing as a factor is seldom found in 
isolation. One must have something to lose when one is assuming 
risks. 'Tltat something is generally capital. This association of 
uncertainty-bearing witli capital is another source of profit. In many 
cases it is difficult to find tiie combination of these two factors. Men 
who are willing to assume risks may not possess capital, while rich 
persons may prefer safe investments. The persons who combine these 
hvo thus possess a strategic advant^e and earn some revenue which 
is of the nature of quasi-rent. 


The first criticism that has been urged against the theory is that 
un certainty -beanng is_ not a separate .factor _of. PTS^ction. If only 
we accept tKe^octrih^ of real cost) — that all costs are ultimately redu- 
cible into pains or disutilities, then we can rank it as a separate factor. 
But modern opinion is not inclined to accept the doc^ne of real costs. 
The fact that labourers working in disagreeable circumstances miay 
obtain higher wages does not constitute disagreeableness into a separate 
factor. So the fact- that entrepreneurs have to produce in uncertain 
circumstances does not constitute uncertainty-bearing as a separate 
factor. It is merely a characteristic of tire entrepreneur-functions, — 
a diaracteristic which results in increasing the supply-price of capital 
and enterprise. In a risky bnsiness, people expect a higher reward. 
That is all. 


IS 
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Further, uncertainty-bearing _cannot .furnish , the sole explanation 
'It maybe the most distinctive function of entrepreneurs, 
blit it is not the only function. There are also otlier features, — the 
entrepreneur's capacity for co-ordination and innovation for which a 
reirard is mpected. Lastly, unccrtaint}--bcaring is onlj- one of the 
forces that limit the supply of the entrepreneur class. Tliere are also 
other influences, e.g., the different elements of social stratification, and 
the environment which' are as patent in limiting the supply of 
entrepreneurs as uncertainty-bearing. 

Marginal Productivity and Profit; The remuneration of every 
factor of production is determined by tiie tlieory of marginal produc- 
tivity. The employers’ remuneration is taken to be due to his business 
ability. Profits would tend to equal the 'marginal net product of one 
unit of the factor-i-qrggnisation. ‘The marginal net product is “ the 
am ount which the^onimunity is able to produce witliout his' help over 
and above'Tvlfat 'it could '‘produce wit h his Eelp .*’ Writing iri the” 
'Econofiiic 'Journal, Chapman* came ’ to the conclusion that profits 
tended to equal the margin.Tl social worth of the employers, in exactly 
tlie same sense in which the labourer got his marginal net product to 
the employer. The only difference is that the marginal net product 
of a workman is detennined dircctlj', .wher eas "‘the ~fbrces bearing 
upon the employer's remuneration operate indirectly and more tardily". 
Edgewortli "arrived at tlie same conclusion By another’ proems. 
“Normally it may be presumed that an independent entrepreneur does 
not make less than a manager of like abilities, and perhaps he does not 

make much more If the remuneration of the manager 

is just equal to the amount which he produces, then the remuneration" 
of the entrepreneur is not very different from the amount he produces.”* 

. The main difficulty' about explaining profit by marginal produc- 
tivity is that the unit of the factor, organisation, is not infinitesimally 
small. Rather it is inconveniently large. And so the withdrawal of 
one entrepreneur might mean the disorganisation of the whole business. 
It becomes difficult to measure marginal net product of the services 
of the entrepreneur. Moreover, while tlie productivity of other factors 
is measured directly by the entrepreneurs, that of entrepreneurs them- 
selves is measured indirectly, ‘in a more haphazard fashion by the 
immediate action of their own competition.’ .Hence the racasursment 
is not exact, if not impossible. 

• The Dynamic Theory of Profit: J. B. C l ark.. the celebratad 
American economist, e.xplmncd profit by saying that it was due solely 
to dynamic changes. The function of the 
Profits rise sold)' due entrepreneur, according to him, was quiet 
to di-namic changes. distinct from that of Sie labour of manage- 
ment and superintendence, or from that of the risk-bearer. It is th^ 


♦Remuneration of Emnloycrs. fieonomie Journal, Dec. 1906. 
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«ttecting changes rathe^economic qrganisS^. ” ^ - 

I^Ojiris' the digermceT behyem t he sdUn'g price and the^cost. If 
coiji^tition works . out its full effect, and no new changes occur in 
economic organisation, each factor would 
stJk stotf secure what it would produce, and the 
; selling price would ,be equal to the cost. 

Hence there would be no profit above the wages of superintendence. 
Profits, thereforOj tend to disappear in the-static state. In the static 
state, Clark assumed fi ve kinds of changes to be absent. First, there 
is no in crease in the number of_population ; secondly)' the supply of 
■ cajtol_is not in creas ing; thirdly, the methods., of production do not 
<iange; fourthly, 'the^ forms of business organisation remain the ‘same; 
and lastly, the r^te_of the consumers are not modified. In such a 
static state, the price wduld"always be equal to -the cost of production 
■of each commodity. Profits, being t hesurplus above cost, rvould vanish. 

But it is the special function of the entreprmeurs to disturb this 
equilibrium. An entrepreneur, by means of his superior co-ordinating 
ability, will lower the costs and thus secure profit. The typical 
dynamic change is an invention. The adoption of the invention will 
■enable the rntreprlmeiir to produce at a lower cost. He obtains a 
profit. But sooner or later, competition sets in; other entrepreneurs 
adopt the invention; output increases; and the price fells. Moreover, 
■owing to the competition of the entrepreneurs, the rates of wages and 
interest -rise. That means that the costs rise also, until the costs and 
■tlie price become equal ; profit tlien disappears.. Profits ' are thus 
•unstable and temporary. They are the offspring of change as also 
the incentive of changes. The pioneer-entrepreneur, who boldly 
dashes out into a new path enjoys a surplus temporarily. But soon 
the competition of others forces him to surrender his profit to the 
■community, either in the form of higher wages, or higher interests 'or 
Jower prices. 

“The ultimate goal of the whole movement (of any dynamic 
change) is a no-profit state.” In the stationary state therefore, where 
frictionless competition exists, profits would tend to a minimum. In 
actual life, however, changes are constantly occurring, and the influence 
■of competition is impede by constant friction. Entrepreneurs there- 
fore are always able to secure profits. 

One criticism of the theory that has been advanced by F. A. 
Knight is that not all types of dynamic changes give rise to profit. 
Clranges which happen regularly, and which are therefore foreknown 
would be discounted in advance, in the same way as the average 
incidence of death in a community is statistically determined and a 
premium is fixed for those risks. The financial results of there 
■foreseen changes will be determined and included in the costs. It iS' 


* Papers retating to Political Economy. Vol. I. P. 30. 
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onl}' those changes which cannot be foreseen, and which are unpre- 
dictable, that ^ve rise to profit. Taussig criticises tin's tiicory on the 
ground that it makes an artifidal distinction behveen profit and 
pmings of management. “Even tlie routine conduct of established 
industries calls for judgment and administrative capacity, and for -the 
exercise of the same faculties that, are more conspicuously and more 
profitably exercised under conditions of rapid progress.”* In the 
static state, the entrepreneurs would -secure wages of management. 
The reward for risk-taking would disappear if risks are non-existent; 
in such a -state. The major part of the risks would not of course- 
exist : but a certain number of risks, for example, the risks' of loss by- 
fire, by. the negligence of pro'ducers, or the risk of defalcation by 
employces, (f.e., Marshall’s personal risks) would remain, and reward.' 
must be given for their assumption. 

I Conclusion: The defect of all these theories is that they lay 
'emphasis^ particular aspects of the functions of the entrepreneurs to- 
the exclusion of others. Profit, ' however, is not a homo geneous- 
income. The entrepreneur performs not one function, liut a coniporife ■ 
function, c.g., risk-taking, uncertaint3--bcaring, planning, selecting,, 
deciding, etc. Hence no single theory would be adequate to explain 
the true nature of profit. Moreover, mere analysis of the functions- 
of the entrepreneurs, as is done in the theories, cannot explain the- 
cmcrgence of profits. The true fhcor}' of profit must also explain why 
the supply of entrepreneurs is limited. For. if capable busincssmefi- 
were as plentiful as manual labourers now are, their reward would not 
he much higher than the common da)--lalx)urcr’s u-ages, in spite of their' 
performance of rarious functions. But to explain why the supply oF 
entrepreneurs is limited is to raplain the present social organisation- 
and the present social stratifi^ioi?. It must c.xplain why qualities 
essential to entrepreneur' function." taa.. imagination, judgment, skill' 
and ability in organisation, shrewdness in meeting risks, a certain- 
courageous self-confidence are limited: how much of this limitation is- 
due to natural causes, and how ranch due to environmental causes. 
The tlieory must also explain why prices sometimes rise above costs 
and give a windfall profit. Clark’s emphasis on dynamic changes is- 
valuable in this respect. Some attention must also be pven to the 
courses of monetary or cj-clical disturbances which leave in their trail 
profits or losses. The theory of profit must therefore touch at one 
point, the problems of social stratification, and at the other point, the 
problems of the theory of money. . . ' c 

Justification of Profit: At the hands of socialists, profits- 
have been severelj- criticised. ' All value,, accorrfing to MarXi is due 
to labour, and must go to labour. The surplus value, w-hidi is profit, 
is something taken away from the shares of labour. Profit is tlierefqre 
"legalised robber}-.” 

♦Taussig. Principles* Vol. II. P, 129. 



PROFITS 


229 


There is no doubt that there are many elements in actual profits, 
which cannot be defended. ' The employer may swell his profits by . 

paying to the labourers less than their 
Some elOTents in pro- marginal worth,' or ‘s^y,eating’..the helpless 
canno jus i e . workmen. Privileges yielding valuable finan- 
■cial benefits may be obtained dishonestly. The industrialists may bribe 
the lepslators into passing tariff legislation. On the stock exchanges 
gambling and unscrupulous manipulation of the market may enable 
persons to become rich. Monopoly profits may be secured which ai'e 
5n many -ways unjustifiable. 'Tliere are 'innumerable other ways- in' 
■which large sums can be collected by foul means. Nothing can be 
■said in defence of these types of profits. They result often from the 
ilqw -commercial morality of the people.' The proper remedy against 
such practices is full freedom of competition and the improvement in 
the moral spirit of the public. 

'But the condemnation of these types of profits cannot also lead ■ 
to the condemnation of normal profits earned by honest work. They 
are the inevitable outcome of the institution of private property. 'Just 
as you must pay people for ivaiting, so you must also pay them for 
risk-taking and uncertainty-bearing. The entrepreneur, by assuming 
'.risks, and by directing the productive organisation, renders useful 
services to the society for which he must be paid. The services of 
the businessmen, are no less valuable than those of workers. By his 
superior- organising abilitj’, by his boldness and sagacity in shoulderii^ 
the risks; an entrepreneur increases the productivity of the economic 
■organisation, in a greater ratio than would have been possible other-i 
wise.- Profits have been the spur of progress under the present 
organisation of society and to stop profits would mean the abolition 
of progress.' Of course if- -yve abolish private property, the pajmient 
of profits will not be necessary. But the abolition of pri-vate property 
raises other questions which will have to be discussed in another place. 



CHAPTER 30 

- THE DISTRIBUTION OF INCOME 


So long we have been discussing how the share of each factor of 
production is determined. This stud}' of functional distribution is 
quite distinct from that of personal distribu- 
Kersonal distribution. tion. An individual may derive his income 
from several sources. His income may be 
partly rent, and partly interest, wages or profits. A study of the 
distribution of the national income among the individuals of a country 
is highly significant for certain purposes. It will enable us to know 
die answers to the questions as to the material conditions of the masses. 

One fact which stands out prominent in connection with our study 
of the distribution of personal incomes is the extreme inequalitj' of 
incomes. This is borne out by the studies in 
Inequality of incomes. the distribution of incomes in various countries. 

From the figures collected by Lord Stamp 
in his Wealth and Taxable Capacity, we find that the ricliest I '3 per 
cent, of the income-receivers of England obtained 24-2 per cent, of 
the incomes in 15120, while 71 -3 per cent, of the income-receivers 
received only 29 per cent, of the total income. In all, nearly 95 per 
cent, of the income-receivers obtained barely 60 per cent, of the total, 
while 40 per cent, was taken by less than 5 per cent, of the income- 
receivers. This is also borne out by tbc statistics of income distri- 
bution in the U. S. A. In 1926, the lowest income group included 
2-89 per cent, of the people, and they received only -31 per cent, of 
the total incomes. On the other hand’, the richest 1 per cent, received 
18 per cent, of the total, while nearly 48-4 per cent, of the lowest 
income-receivers received barely the same amount.^ In India, accord- 
ing to the estimates made by Shah and Kliambata in 1913. 5 per cent, 
of population of British India enjoyed a third of the national income. 
Another one-third of the national income was taken away by 35 per 
cent, of the population. 60 per cent, of the people obtained about 30 
per cent, of the total income of the country. 

There is another fact to be noted in this connection. According 
to the findings of Stamp and Bowlcy in England, the relative diriribu- 
tion of the national income has remained substantially the same in the 
last hundred years. The increase in tlie per capita incomes which 
occured during this period was shared almost equally by all classe^ 
■In other words, while the rich are becoming richer, the poor arc not 

Js°ribution of wealth is also very unequal. In the U. S. A., 
according to the figures published by W. J. King.* 57 per cent, of the 

♦Journal of the American Statistical Association. 1927, P. 145. 
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adults who died between 1912-1923 left no property to -be- probated. 
24-79 per cent, of the dead left property worth less than $1,000 each. 
37-6 per cent., left property-worth between $l,000'to $5,000, while 
.2 -2 per cent, left property worth over $100,000. In England 94 per 
cent, of the propertj'-holders own less than £1000 worth of properh-. 
The wealthiest 2 per cent. o\vn 67 per cent, of the total wealth. 

Inequalities of incomes may be said to be based on the inequalities 
in the distribution of wealth. But such need not be the- case. Many 
professional men may earn high incomes, but they may not possess 
large properties. . The cultivators possess some property in the form 
of land and live-stock. But their incomes are usually v^ low. It. 
should be noted that such extremes in the distribution of incomes do 
not mean the same difference in the scales of consumption. The upper 
and the middle classes consume a relatively small portion of their 
incomes, and save a large portion of the income. So the scales of 
consumption do not show the same wide divergence as those of incomes. 
Nevertheless such inequalities of income lead to the growth ' of 
inequalities in the distribution of wealth or property. 

Such inequality of incomes means a grave danger to the peace 
and progress of the society. ' Persons wdth laige incomes are able to 
control 3ie course of production. Thej’ own the factories, the mines, 
etc. Thus a small number of persons have the power to control the 
destiny of the millions who possess no property and so must accept 
jobs at the bidding of the rich. This state of affairs is incompatible 
with the democratic principles which 'are based fundamentally on the 
equality of men. Such extreme inequality introduces ,an element of 
instability in the social order. As Aristotle pointed out long ago, 
there is .no more potent .cause of revolutions than extreme inequalities. 

The main causes of such inequality of incomes are three. The 
cause is, /?rrf.. the difference in the nat ural abilities possessed by dif- 
ferent men. ' Hence the men who are gifted 
Causes of inequality. with high natural abilities succeed in earning 
high incomes. Secondl y., the differences in 
incomes are perpetuated t hrough the system of inheritance . When 
the successful businessman diK, fie leaves behind him a vast property 
w'hich is inherited by his heirs. Lastly, the system is also perpetuated 
because of the i nfluence of environment an d opportunity . Those who 
inherit property also inherit new and better opportunities in life. 
They are likely to secure higher incomes. 

The baneful effects of such inequality are admitted by the vast 
majority of writers. All progressive states have taken steps to reduce 
_ this inequality of incomes because taxes are 

Steps for reduction of levied at steeply progressive rates, taking a 
inequality. larger slice of the income in taxes as the 

income rises. Transfer of property after death is heavily faxed through 
death duties with the result that the largest accumulations of property 
are substantially reduced. The resources that are taken from the 
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richer classes, through taxes are spent by the governments in bringii^ 
increased benefits to the poorer classes. Old a^e pensions, sickness 
insurance schemes, maternity benefits, free schooling and free food to 
the poor school children, — these and many other methods are adopted 
by the modern states to ease the lot of the unfortunate section of the 
population. Minimum wage laws have been passed to assure at least 
living wj^e to the workers. Powers of the monopolists are strictly 
controlled so as to prevent the groivth of monopoly profits, one 
important source of great fortunes. 

The more radical among the supporters of the present capitalist 
system urge the adoption of more drastic steps. Many of them are 
of opinion that the system of inheritence 
scheme of should be abolished altogether. But there are 
Death duty. strong arguments against such a proposal. 

So long as the institution of private property is retained, complete 
banning of inheritance would mean a falling off in the volume of 
accumulations. If the state takes away the whole of an estate after 
death, the owner would have every motive to dissipate his propert)' 
during his life time. To solve this difficult}' an ingenous scheme has 
been suggested by an Italian writer of the name of Rignano. 
According to his scheme, the state will take away the whole of an 
estate after death in successive stages. After the death of the first 
owner, the state will take in taxes (say) one-third of the estate. 
Another one-third will be taken when the heir of the owner dies, and 
the remaining portion will be absorbed after the next devolution of 
the property. This scheme, it is claimed, will actually cause an increase 
in the volume' of accumulations, while the whole of the estate will be 
absorbed in taxes in course of a generation or tivo. There are many 
difficulties attending such a scheme.* And there is little prospect 
that it will be adopted by any country in the future. 



CHAPTER 31 

THE NATURE AND FUNCTIONS OF MONEY 

Definition of money; Money is a concept which we all 
understand, but which it is difficult to define in exact terms.. Most 
definitions pf money take as their starting point, not the sulistance, 
but the functions of money. ‘Money is that which money does.’ Any 
■jiarticular thing is money if it serves tire primary function of money, 
i.e., if it serves as the medium of exchange. Thus anything whicli has 
general acceptability, which passes readily from hand to hand in the 
settlement of debts and transactions is money. 

The definition of money may be conceived in wider or narrower 
terms. In the wider sense, it means any thing which is used in the 
settlement of transactions, and which the creditors generally accept in 
settlement of debts. It includes coined money, paper notes, cheques, 
bills of exdiarige, etc. In the narrower sense, it means those things 
which the creditors must accept, and includes only coins, and paper 
notes possessing legal tender quality. 

Inconveniences of Barter: The advantages or the uses of 
money are best understood by considering the system in which money 
is absent. .. Such a system takes the form' of 
Advantages of the use barter , — the direct exchanging of goods against 

■ goods. IVhat are the inherent difficulties of 

such a system ? The first difficulty is the lack of coincidence in the 
wants of buyer and seller. The producer of jute may want shoes in 
exchange for his jute. But he may find it difficult to find a shoe- 
maker who is also willing to exchange his shoes for jute. The second 
difficulty under the barter system is the absence of means of subdivi- 
sion. How to exchange goods of unequal value? The shoemaker 
arants a loaf in exchange of his shoes, but the exchange value of a 
piece of loaf is but a fraction of a pair of shoes; • Shoes cannot 
be subdivided without destroying tlieir values. Thirdly, there is a 
want of measure of value in barter. Each article must have as many 
different values as .there are other articles for which .it is to be 
exchanged. When thousands of commodities are produced and 
exchanged there \vill be an infinite number of exchange ratios. Want 
of a common denominator by which to express the Exchange ratios is 
keenly felt by every body at this stage. Money obviates these 
diffiailties. 

Functions of Money: The uses of money are manifold 
To quote a well-known couplet, 

“Money is a matter of functions four 
A medium, a measure, a standard, a store.” 
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The first- and foremost function of moncj’ is that it sen-es as a 
iMdium of - exchange. Instead of exchanging goods for goods, 
„ .. , goods arc exchanged for money. The lack 

ixchansc “ of dotilile coincidence of -^rantSj which is the 

, , chief sttimliling hloclc in barter, is - wholly 

chminated in a nione}- cconom}-. The producer of a commodity sells 
it for money and dislrihiilcs his income among the different things so 
as to get maximum satisfaction out of his income. Jloncy ns a com- 
modity not only Iicips tlie consumer, it also help.s the priylticcr. It 
enables the producer to concentrate hi.s attention solelv on his occupa- 
tion and thus to add niore cITcctively to the general fl'ov.- of goods and 
sen-ices which constitutes the real income of the society. 

The second function of money is that it scr\-es as'a measure or 
standard of t’aliic. The value of each commo'ditj- is e.'cpressed in term.s 
of money — a common denominator. The 
(fi) Si.imhrr! nf value. c.xchange of all .articles i.s facilitated in this 
way. Money i.s the measuring rod for 
measurement of the value of c.ach cominoflity. The ideal standard of 
measurement is one in which llic me.isnre is a slahlc one for all limes 
to come. As One foot indicatc-s a certain amount of lenglh, n.s one 
pound indicates a certain amount of weight for all timc.s to come, so a 
unit of money cxprc.sscs a certain amount of -nlac. But the funda- 
mental dcfect'of money as compared with other standartis of measure- 
ment is that the value of a unit of money fltictuate.s from , time to 
lime, and thus is rot an ideal standard of measurement. 

Tlie third function of monc>- is that it serves as a standard of 
deferred fayments. I.cnding and Imrrowing arc common features in 
every Imsincss comimmily. Debts arc con- 

(c) Si.vml.ir<l of (If. tracted for a period of time which may he 

fwred i>.i>-mrnts. short or long. There must he a unit for cal- 
culating llicsc debts. By proriding such a unit ntoney gre.aUy 

facilitates borrowing and lending. It is llm.s one of the factors which 
have built up the va.st cconnmic organis.-ition of modeni times. 

A fourth function of money is that it serves as a store of value. 
Gold and silver, which arc selected as money materials, are le.s.s perish- 
able than any other commodity in the world. 

(d) Store of V.1I11C. Wheat or any other product which will com- 

mand a s-ahie cannot he stored for a long 
period. Money obviates this difiiculty. One can store purchasing 
power for all times lo come by keeping it in forms of money. Thus 
it would seem that value c.an he .stored hy hoarding money. \Yc 
generally liold inonev in reserve against future ixiymcnts. 

Modem economists arc laying stress on another asj>cct of money, 
its liquidity. Since hy definition.' money is the most generally nccept- 
ahle commodity, it is .also the nto.st liquid of all rc.sotirce.s. Pos.sessinn 
of money will enable one to get hold of almost any commodity in any 
place and money never lacks a bnycr. People may reiii.se to accept 
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other commodities; but they will seldom refuse to accept money, or 
to sell goods a^nst money. Hence money is the most liquid of alJ 
resources. It is this peculiarity which distinguishes money from all 
other "commodities. A preference for liquidity is a preference for 
money. The Keynesian theory of interest is built up round this 
peculiarity of money 

Qualities of good money: If we study the histor}'" of money, 
we shall find that all sorts of commodities like tobacco, tea, cow. cowris 
have been used as money at one time or another. But in course of 
time all other commodities were discarded in favour of gold and" silver. 
Now what are the special qualities of gold and silver which have led 
almost all countries to use them as money? The main reason is tliat 
these tu'o metals satisfy all the qualities of good money. 

• The first and foremost quality of good money is portability or 
ease oj transport. The material must contain high value in a> 
small bulk, so that the cost of transportation from place to place may 
not be proliibitive. Silver and more paiTicularly gold fulfil this require- ■ 
ment in a pre-eminent degree. 

The second quality of good money is its gen eral accep tability. 
Apart from its use as money, it must have other uses which it will be 
higWy demanded and will be readily acceptable by everybody. Gold 
and silver, apart from their .monetary uses, have considerable demand' • 
for use in arts and for making ornaments. 

The third quality of good money is d urabi lity. It must be highly 
durable and must not deteriorate by wear and tear ; otherwise the stabi- 
lity of the value of money cannot be maintained. 

Fourthly, a good money material must be homogeneous and 
di visible . All coins must be made of the same fineness, so that there 
tvill be nothing to choose between one coin and another of fte same 
weight. The material must also be capable of division without having 
any value so that the value of coins may be fixed according to their 
rektive weights. Further, such materials should be easily malleable, 
so that they might be stamped with intricate designs. 

Fifthly, such money materials must possess the characteristics of 
cog msabi lity, i.e., they must be easily recognisable and distinguishable 
froni other materials. They must be know either by sight or by 
sound or the touch, otherwise counterfeiting ivill be rampant. 

Lastly, money materials should have a stable value over a con- 
siderable period of time. As money is the standard by whicli we 
measure the values of other commodities, it is highly desirable that 
the standard itself should be the same for all times to come. 

Classification of Money: The first classification of mo'neir 
is that between actual money and unit of account. Actual money is- 
that by delivery of which all payments are actually made and in the 
shape of which a store of general purdiasing power is held. Pound, 
shilling, pence, or the rupee of our country are actual money. Money 
of account is that in terms of which debts, prices and general purchas- 
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iiig power are expressed. Money of account is the dcsmfiUon or tille 
•and actual inone)’ means tiie Ihhig which answers to this description. 
The description may remain the same i.c., theoretically the unit of 
monej' may remain the same while the actual money answering that 
-description might have changed. The unit of account in our^country 
is the rupee. But the actual rupee has varied in weight. Previous 
to 1941, it contained 160 grains of silver. But now it contains only 
■90 grains of silver. Without ‘money of account’, money proper can 
-not exist in the full sense of the term. All debts and contracts are 


■expressed in tenns of money of account, while the payments arc made 
in actual money. 

Aclunl money or money proper is further subdivided into com- 
modity money or juU-bodied money and reprerentatk'e money. 
'Commoditj' money is that money which is composed of money metals, 
"the intrinsic value of the coin being equal to its face value. Commodity 
money is both a medium of c.\cbangc and a store of value. But there 
■are other kinds of money, which circulate freely as a medium of 
•exchange, but which are not stores of value. They represent .stores 
•of value, i.e., they arc convertible into commodity money which arc 
tlicmseivcs stores of value. Thc.'c kinds of money arc best known as 
representative money. Notes exemplify representative money. Repre- 
sentative money may be issued cither by governments in the .diape of 
notes, or it mav be "issued bv banks in the shape of bank-notes. 

Rcprcscnta'tive money is further divisible into eonvertible wioiiev 
■•and inconvertible money.' Convertible money is actually convertible 
into coins on demand at a fixed rate ; %vhilc inconvertible money is not 


•actually so redeemable. 

Another way of classification is heltivcn legal tender money, 
■optional money and suhsidiary money. 

Legal tender money is that money by means of winch anv pav- 
uient can be made in law and the payee is bound to accept it. It 
may be made unlimited legal tender or a .limited legal tender, .^nv 
■money which is legal tender up to an unlimited amount is unlimited 
legal tender, while some money may be made legal tender up to a 
fixed maximum amount. .-X rupee is unlimited legal tender. Tlic 
Iiound in England is unlimited legal tender, whereas .shillings arc legal 
lender only upto &2. 

Optional money consists of that vast amount of monetary 
■circulation which, wiiile, not legal tender, is generally accepted in the 
■discharge of debts and in otlier p.iymcnts. e.g., bank note, cheques, etc. 

Subsidiary money is that iiioncv which is used for purposes of 
smtill cliangc." Eight'anna pieces, four anna pieces, 

■one anna pieces, pices, pics arc subsidiary money. Tliese corns arc 
made in .small dcnomiiialion-s for purposes of small 
also made of inferior metol. e.g.. nickel bronze etc. ^hey are general^ 
limited legal tender, and are issued only by the government in limited 


amounts. 
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Anotiier way of classifying money proper is to divide it into 
standard money and token money. Tlie standard money embodies or 
represents the money of account. It is the unit by means of whicii the- 
vaiues of aii other media of exdiange are measured. It is a coin made- 
of tiie standard metai, goid.or silver, and its face value is more tham 
its intrinsic value. It is also unlimited legal tender. Token money is. 
money- whose face value is more than its intrinsic value. It is charac- 
terised by shortness in weight: it is worth less as a mere piece of 
metal than as money. It is generally issued only by the government 
and in limited amounts to keep up its value. It is also usually a limited' 
legal tender. 

Coins and Coinage: When the precious metal came to be- 
used as money they were used as rough ingots, and were- weighed 
each time when an exchange was effected. But this system was 
obviously disadvantageous. With the advent of the system of coin- 
ing, coins became homogeneous in fineness and weight and the former 
disadvantages disapp^red. Under the modern system of coinage the 
edges of the coins are milled to prevent abrasion and intricate designs 
are used to prevent counterfeiting. 


Coinage was generally free and gratuitous in every state having- 
a standard money;— free because any person could have any amount 
of the money metal converted in the coins, and gratuitous because no. 
chatge tvas made fqr the miniage. , 

If a charge is made for coveri^ the cost of converting bullion,' 
into coin, the charge is known as mintage or brassage. If the charge- 
is higher than the actual cost, then the charge is known as seigniorage. 
The seigniorage may be taken in two vrays: — (o) a certain proportion- 
of alloy may be inserted in the coins in place of the precious metol, 
or (6) a chaise higher than the actual costs of minting may be made. 

The mint price of gold in any country is the rate at which a gold 
coin is given by the mint in exchange for gold bullion. In Er^larid 
the Mint in pre-war days used to accept gold for courage at the rate- 
of £3 17s. 10j4d. per ounce, eleven-twelfths fine. As the minting 
was free and gratuitous, the mint price could not differ much from the- 
market price of gold. 

Gresham’s Law: During the reign of Queen Elizabeth an- 
effort ivas made to reform the system of coinage of Ihe- 

Tudor kings before her had put forth a large number of debased coiira- 
into circulltion. Elizabeth tried to oust these ivom arculatum by 
issuing new coins. But the new coins went out of circulation as fast 
as thev were issued. Perplexed, the Queen sought the advice of bir 
Thomas Gresham who gave an explanation 

Hence the statement is known as Gresham s law. It should^ not^ 
that the law was formulated more tlran once * 

is difficult to understand why it should be named after him. It was, 
McLeod who first christened the law as Gredrams law. 
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The law states that “bad money tends to . drive good money 
out of circulation, when both of them are full legal ' tender.” Now 
■“bad” money does not mean counterfeit, debased or clipped coins. It 
refers to those moneys which are inferior or cheaper in substance 
aialue. Hence the law may be stated in another -way. "Moneys 
which are inferior in respect to exchange- or substance value com- 
monly show greater tenacity in circulation than those which are superior 
in these respects.”* For example, when only gold or silver coins are 
in circulation, old, worn out, and light weight coins are bad money; 
when metallic coins and paper money are in circulation, paper money, 
being cheaper in substance value is bad money. The question then . 
.arises, how does good money go out of circulation? When both the 
.good and bad money are circulating side by side, people will genei^Iy 
melt the good coins and so only bad coins will be left in circulation. 

If a jeiveller ■wishes to melt a gold coin for making ornaments, _ he 
■will generally choose a new coin of full weight, rather than one weigh- 
ing less. The same is also true of the exchange dealer who wants to 
ship gold to pay the foreigners. The gold coins of one country are 
mot legal tender in another. Hence gold coins must be melted 
into bullion and sold as such in the foreign country. Since the 
•foreigners will accept gold coins by weight only, the coins of full 
■weight will be shipped. Thus the good money wiUl disappear through 
jiayments to foreigners. Lastly, when people want to hoard money, 
tthey wilt naturally prefer good coins. 

■ The chief cause of this tendency is the fact that the superiority 
, .or cheapness of the different kinds of money is of little importance in 
mctual exchange transactions. Coins which are slightly short in weight 
generally have no difficulty in passing in trade. Only those people 
■who are extremely careful will notice that they are short; and in the 
*hurry of business, very few people have tiine to notice it Even if 
^ine notices it, he does not hesitate to accept it, because he knows ftat 
■he will not have much difficulty in passing it on to some one else. 
Often the businessmen cannot refuse to take such coins for fear of 
■displeasing their customers. Hence in active circulation, bad money 
•serves as well as good money. But in other uses, the quahty of coins 
■is of some importance. For example, the jeweller must melt only 
■the very best coins. 

In order to avoid the operation of this law modem governments 
constantly withdraw from circulation old and light coins and replace 
them by new ones. This law may be in 

Gresham’s law and operation not only when the coins are of the 
■bimetallism. . gjjjjg metal, but it may he found to operate 

-under other drcumstaiices as well Under a bimetallic standard when 
when gold and silver coins are freely minted and are unlimited legal 


Taylor— Priiiri#/«.s ef Economies. P. d07. ■' 
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tender, flie over-valued metal (over-valued at the legal ratio) tends 
to drive the under-valued metal out of cir- 
culation. Thus when the market ratio of 


bimetallism. 


gold and silver differs from the mint ratio, 


■one or the other metal is driven out of circulation. A similar pheno- 
menon was witnessed in India during the pre-war days. Both sovereigns 
and token rupees tvere unlimited legal tender. But all sovereigns 
put into circulation immediately disappeared. The government con- 
cluded that India did not want gold coins. But ffie true reason for the 
■disappearance of gold was the operation of tire Gresham’s law. Rupee 
was a token coin and naturally people would like to make payment in 
token coins and hoard gold. Gresham’s law may also come into 


operation when there is a considerable circulation of paper currency 
side by side vdth metallic money. If, by over-issue or for any other 
reason, the paper currency becomes depreciated, the metallic money 
goes out of circulation altogether. During the war and the post-war 
■days many countries had to issue inconvertible paper money and the 
metallic money wholly went out of circulation. Thus the law may be 


found to operate under various drcumstances. 

The^w will fail to operate under the following circumstances. 
First, it will fail to operate if the total circulation of money including 
both good money and bad money fails short 
Limitations of the law. ■ of the actual monetary needs of the com- 
munity. Secondly, it will fail to operate 
if the community as a whole refuses to accept and circulate bad 


money. 



CHAPTER 32 

CHANGES IN THE VALUE OF MONEY 

Index Nmnbers; The value of everj'thing’ is measured in terms 
of money. But tlie I’alue of inQne3' cannot be measured in terms of 
money. The latter is usually tvant^ for the purpose of bu^'ing goods 
and sendees. Therefore tlie value or tlie purchasing porver of money 
can be determined b}’ averaging the prices of a number of selected 
conimodities on wliicli people spend tlieir income. The average of tlie 
prices of the commodities and services on whidi monej- is spent for 
rarious purposes is .called the price-level ; and a series of price-levels 
is called the Index-numbers. Index numbers are llierefore figures of 
price-levels arranged in a table with a view to show, the dianges in the 
prices of goods and sendees in which we are interested. They are a 
land of statistical average of the prices of different commodities and 
sendees for the purpose of shondng the fluctuations in the value of 
money. When the price-level rises, that means a given amount of 
money buys less commodities ; the vrdue of money has fallen. Similarly, 
when the price-level falls, tlie value of money rises. The value or the 
purchasing power of money therfeore varies inversely with the price- 
level. 

When we studj' tlie prices of particular goods over a period, we 
find that some of them may .be rising, while others may be falling. 
Moreover, tliose which are rising or. falling, are motdhg upivards or 
doivmvards at different rates. But throughout all these conflicting 
movements, there is a central tendency of the whole group. VTien 
tliis central tendency is rising, tlie prices of most commodities ndll be 
rising too. tliough some may be Idling at the same time. It is the 
purpose of the index-numbers to point out this central tendency. 

The main facts about the construction of index-numbers are the 
following : — (o) we must take a base period, and tlie prices of other 
periods are to be compared ndth those of tlie base period. Then we 
must select the number of commodities, tlieir prices at different 
periods, and then calculate the averages of prices. To take a concrete 
example. 


III igs9 

Rice per maund 
Pulses 

Sugar t, 

Flour 

Tea per pound 

Rs. 6=100 
„ S?5=I00 
„ 6=100 
„ 5=100 

,. 1=100 

lu 1040 

Rs. 8=133Y= 

„ 11=200 
„ 9=150 

„ 7=140 

„ llf=137>4 



76(P/o.^S=15?/. 
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Therefore if the price of the five articles ■vras represented by. 100 
in 1913 (the base year), the price-level of the same goods in 1919 has 
risen to 152 1/6, i.e., by 52-1/6 per cent. 

But index numbers, constructed according to this method, do not 
show a correct picture of changes in the value of money. It ascribes 
equal importance to every commodity. The result is often misleading. 
The price of rice may risq'ip any year by 50 per cent and that of 
tobacco may fail SO per ceijt. The average remains the same, and the 
index number does not change. But the rise in the price of rice will 
affect the people in a greater degree than the benefit accruing from the 
fall in the price of tobacco. To give better results, the different com- 
modities should be given due weight in accordance with tlieir impor- 
tance in national consumption. If the impor- 
tVeighting an Index tance of rice is four times that of tobacco, the 
number. - price of rice should be multiplied by four 

while that of tobacco by one. To take a 
numerical illustration, represent the prices of rice and tobacco by 100 
in 1939, The average is 100. Next year the price of rice rises by 
SO per cent., while that of tobacco falls by SO per cent. Then in 1940, 
the price of rice is ISO, that of tobacco is 50. The average is still 100. 
The unweighted index will show no change. If rice is 4 times more 
important than tobacco, its price should be multiplied by 4. In 1940, 
the price of rice will be ISO X 4-, or 600 ; and that of tobacco is 50. 
The average is 130. This index number will therefore show that the 
value of money has fallen. This is more accurate as the 50 per cent 
rise in the price of rice affects people more than the similar fall in the 
price of tobacco. The weight to be attached to different goods is to 
be determined by reference to the relative amounts of their income 
which people spend on them. 

Devised in this way, index numbers have been used in all countries 
to measure changes in the average price level. But there are certain 
^ practical difficulties with regard to the cons- 

Difficulties m the cms- truction of index numbers. The first diffi- 
trurtion of indeXnumbers. regard to the choice of the base 

period. Care should be taken to select the base period, which should 
be- as normal as is possible. The question of the prices to be averaged 
raises another problem. Most index numbers are based on wholesale 
prices as it is comparatively easy to collect such prices. But the 
ordinary consumers buy goods at retail prices. Hence if our index 
numbers are to show changes in the purchasing power of money, they 
should be based on retail prices, not on wholesale prices. But it is very 
difficult to get correct statistics of retail prices. In recent times, how- 
ever, attempts are being made to devise index numbers based on ribtail 
prices, e.g., cost of living index numbers. There are also' certain, 
difficulties in connection with weighting. It is not an easy task to 
determine the weight or the importance of an article in national con- 
sumption. The cost of food materials assumes greater importance -in 

■ 16 . . ' ' 
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the working class bui^ets than in those of rich persons. The. weight 
to be given to automobiles in America will be different from that in 
India. Moreover, the importance of any article in national consump- 
tion may decline or increase over a given period on account of the 
relative rise or fall in the prices of different articles. Hence the 
weights are to be revised constantly. 

The proper selection of commodities is also a perplexing problem. 
It is necessary to select a number of commodities which should be 
fairly representative of the purchasing power of money to a class of 
people. Different classes of people are interested in different lands of 
goods. Qianges in the prices of petrol and cars will materially affect 
the purchasing power of money to the rich while they will not mean 
anyttiing to the poor. Even within the same class it seldom happens 
tliat two people spend their incomes on the same commodities and in 
the same proportion. A change in the prices of fish and meat will not 
affect the value of money to a vegetarian and a non-vegetarian in the 
same way, though both may belong to the same class of people. 
Strictly speaking, we ought to construct a separate index number of 
the cost of living for every person or family ; on account of differences 
in customs, tastes, size of the family, etc., different families within the 
same group are found to spend thdr incomes on different bundles of 
goods. Moreover, even if the proper commodities are selected, there 
is no guarantee tliat they will remain the sartie in quality over a period 
of time. "A bus ride during which you sit down is not the same 
thing as a bus ride during which you have to keep on giving up your 
seat,” though on eadi occasion you pay the same fare. A Ford car 
of 1920 may be sold at the same price as another Ford car of 193S. 
Looking to price alone, the value of monej’ has not changed. But ff 
the second car contains many improvements, not thought of in 1920, 
one would certainly be getting better value for one's money in 1935 
tlian would be shown by the index number. 

Another difficulty is introduced by the fact that people m^ buy 
different goods at subsequent periods. New conunodities may be 
introduced between .the two periods ; some old articles may have 
dropped out of consumption. A generation which did not know tea 
may be supplanted by a generation which must have its morning oip 
of tea. A family which did not consume anything exc^t ghee might 
now be forced to take only vegetable ghee. Hence index numbers 
based on averages of the prices of goods consumed in the first period 
will not provi^ a correct indication of the changes in the vaiue of 
mon^ in the second period. To meet this difficulty, ^Marshall sug- 
gestfed the method of "cliain index numbers.” "On this method, the 
priceTetel of 1900 is compared with that of 1901 on the b^is of the 
commodities available in both the years, new conunodities introduced 
during 1901 bang ignored ; the price-level is then compared with that 
of 1902, the new commodities of 1901 this time be^ counted, but 
t Vio si» of 1902 ignored ; and so on.” But tiris method does not solve 
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our difficulties; it only enables us to avoid them. We cannot, for 
example, know to what extent we are better off or worse off as a 
result of the dropping out of a commodity, or tlie use of a new one. 
It is also not Of much use in comparing changes in the value of money 
over long periods. 

Hence index Eumbers can at best provide approximate indications 
of changes in the ralue of money. Difficulties in its construction 
become of less significance when the periods between which compari- 
sons are being made are separated by short intcmls ; they become 
insuperable when long periods of time elapse. As habits are relatively 
fixed, tlie bundle of commodities on which we usually spend our 
incomes (especially tlie principal commodities) changes very little 
from year to year. Significant changes in the qualities of commodities, 
or the introduction of entirely new articles are hardly rapid enough to 
influence the cost of living,- if the two periods under comparison' are 
separated by a short intenal of time. As a result, measurement of 
changes in the purchasing power of money over short periods can be 
approximately done by means of index numbers. 

Purposes and kinds of Index-numbers ; The purpose for 
which an index-number is constructed is essential to its proper 
construction. The selection of commodities, the weights to be allowed 
to the different articles are all dependent on the purpose for which we 
aant the index-number. For example, an index number designed with 
a i-iew to measuring the purchasing power of money will not be the 
same as that used to measure the cost of living. Therefore we must 
also consider the different purposes and kinds of index-number. 

An index-number may be required to measure the general 
purchasing power of money. It should include all the items that are 
finally consumed. Such a comprehensive index-number has not yet 
been attempted owing to difficulties and complexities of the task. 
However, Mr. Carl Snyder’s "the index of the general price-levels”, 
constructed by “combining four types of price-levels”, vi:., wholesale 
prices, wages, cost of living and rent, is 
Different types of somewhat more comprehensive. Secondly, 
Index-numbers. index-numbers might be constructed to 

measure the changes in the cost of Imng of 
the working class. Wages in some industries arc adjusted on a 
sliding scale to correspond u-ith such changes in the cost of living. 
For this purpose, cost-of-living index-numbers are prepared in many 
countries. Thirdly, we may have an Earnings Standard computing 
the money-wages per hour of all the workers. Fourthly, we may have 
a Wholesale Standard, composed like Sauerbeck’s and the Economist’s, 
— of the prices of raw materials, food-stuffs and semi-manufactured 
goods. Lastly, when the purpose is the stabilisation of the price-level, 
a Tabular Standard composed of tlie wholesale prices of important 
commodities may be constructed. 
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Appreciation and depreciation of money : Appreciation 
means rising. Money is said to appreciate when its value rises, f.c., 
when the general price-level falls. Depreciation means falling. Money 
is said to depreciate when its value falls, i.c,, when the general level of 
prices rises. Thus the appreciation of money indicates that the index- 
numbers have registered a fall, while depreciation of money means a 
rise in the index-number. 

Inflation and deflation : There is a difference of opinion 
regarding the exact meaning of the terms "inflation” and "deflation”. 
Inflation is sometimes said to occur “whenever the supply of money 
and of bank deposits circulating tlirough cheques, so-called "deposit 
currency” increases, relatively to the demand for media of exchange, 
in such a way as to bring about a rise in the general price level.”* 
But how are we to jhdge the extent of "the demand for media of 
exchange” ? This as well as the allied ex- 
Inflation: its meaning, pression, "needs of trade” do not carry us 
far. Different people have different ideas 
about tile needs of trade. There is only- one way by which we can 
determine whether the supply of money has increased more than the 
needs of trade or not, i.c., by finding out whether the price-level has 
risen or not. But all rises in the price may not be inflationary. The 
rise in prices which occurs when the average level of costs of produc- 
tion increases cannot be regarded as due to inflation. Moreover, as 
some writers have pointed out, inflation may occur without any rise 
in prices. When costs arc falling, but prices are kept stable (as in the 
U. S. A. during 1924-29), the country may dei’clop all the symptoms 
of inflation. This state of affairs is regarded by Keynes as “profit- 
inflation”, to distinguish- it from “commodity-inflation” (meaning a 
rise in prices). 

In his recent article on “Types of War Inflation”, Prof. Pigou 
has stated that “inflation exists when money income is expanding 
more than in proportion to income-earning activity.”'f An increase 
in the supply of money will stimulate investment by lowering the rate 
of interest. As investment increases in the country, the_ volume of 
emplojunent offered to the factors of production tends to increase so 
long as there are uncmploj'mcnt resources. With the increase in 
employment, or income-earning actiritics, output^ of goods_ and 
sendees will expand. So the inereasc in money incomes will be 
balanced by the increase in the output of goods and sendees. _Wlien 
the stage of full employment is reached, any further increase in the 
supply of money, leading to increased money-incomes, can not cause 
any further increase in employment, or income-earning activities or 
the output of goods. Hence Uicre will occur true inflation as the 
price-level of output begins to rise. 

* Kemmcrcr on Money, P. 46. 

Economic Journal. Dec. 1941. P, 439. 
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Financing of a first class war usually gives rise to such inflation. 
During the war, there is bound to be an increase in the volume of 
employment, and so an increase in money-incomes. So the pheno- 
mena of inflation are usually found during and after tvar. Such in- 
flation may occur in two ways. If, when prices rise as a result of 
diminished productivity, money wages are increased in sympathy with 
the rise in prices, the effect vill be inflation. Secondly, if the members 
of the public arc not handing over to the government, in taxes and 
loans, sufficient sums of money to defray the war expenditure, the 
government will be forced to create new money. This will cause an 
increase in money incomes and inflation. 

Dffccts of changes in the price level : * If the fluctuations 
in tlie \-aIue of money affected each individual equally, they would 
not cause any serious inconvenience. But in practice changes in prices 
affect the different classes differently. Man is affected by the 
fluctuations of prices in his capacity as a wage-earner, entrepreneur, 
stock-holder, bond-holder, debtor, creditor and taxpayer ; and in each 
capacity he may be affected in a different way. Moreover, rising or 
falling prices influence the course of production and the distribution 
of wealth in different and often adverse ways. 

Changes in prices and distribution of xveallh. In the modem 
world, almost every body is either a debtor or a creditor, and in each 
capacity he is affected differently. During periods of rising prices, the 
debtors gain and creditors lose. When prices rise, money buys less 
goods. Thus though the debtors return the same amount of monej', 
they return less in terms of goods. Conversely, when prices fall 
debtors lose, and creditors gain, because the debtors in returning the 
same amount of money return more in terms of goods (since money 
will now buy more). Therefore the investing classes and the savers 
lose during periods of rising prices, and gain when prices fall. Periods 
of rising prices not only diminish the value of the savings of investors, ’ 
hut destroy the atmosphere of confidence which is a necessary condition 
of the investor's willingness to save. 

Similarly, a man may be cither a wage-earner or entrepreneur. 
It is a familiar fact that durii^ periods of rising prices, wages do not 
generally rise as high as the prices do. Therefore, the purchasing power 
of wages diminishes during periods of rising prices, and the wage- 
earners arc thus hard hit. Conversely, when prices fall, wages do not 
fall so much and the wage-earners arc therefore gainers. 

But there is another side to this picture. During periods of rising 
prices, the employers make good profit and offer more employment to 
labour. Therefore during such times, though the purchasing power of 


*For one of the best discussions on the topic, see Keynes — A Tract on 
Monetary Rejorm. Chop. I. 
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wages diminishes, the wage-earners as a class get more employment. 

Periods otrisinB prices . P«“=. 

are periods of good employers undergo losses, cut down 

employment Output and so offer less employment to 

' workers. As a result, a number of labourers 

becomes unemployed. Thus though real wages rise, total money-wages 
may fall as a result of falling employment. 

The entrepreneurs, on the other hand, gain during periods of 
rising prices and lose during periods of falling prices. They gain 
bemuse of three reasons. First, they are mostly debtors, and debtors 
gain when prices rise. Secondly, they buy raw materials and other 
goods at old and lower prices and sell when prices are generally 
higher. Thirdly, wages and other fixed elements in their costs do not 
rise as much as the rise in prices. As a result, they earn surplus 
profit, increase their productive activities, and offer more employment 
to others. The converse hapjiens when prices fall. Their profits are 
turned into losses ; they curtail production, and unemployment ensues. 
Thus periods of rising prices benefit those with fluctuating incomes 
like businessmen ; and injure those with more or less fixed incomes 
like the interest-receivers, investors and wage-earners. 

Effect of price-changes on production. Fluctuations of prices 
increase the risks and uncertainties of business operations, and thus 
hamper the smooth flow of productive activities. An increase of rjsks ' 
means that the risk-bearers will exact a big toll from the society in the 
shape of larger profits. But if prices were stable, risks would also be 
fewer, and Sie remuneration for risk-taking will be lower. Moreover, 
during periods of rising prices, businesses are unnecessarily stimulated. 
The businessmen earn windfall profits. They im-est more in produc- 
tion, and in turning out more producer’s goods. Ultimately, the 
supply of goods coming to the market increases vastly so that they 
could not be sold at profit. Businessmen then make losses and begin 
to contract production. Prices fall and unemployment ensues. _ Thus 
periods of rising prices stimulate production unduly, while businesses 
are unduly depressed during periods of falling prices. 

Price-changes and Taxation and Public Debt. During periods of 
rising prices, tax-payers gain, because though they may p y slightly 
higher taxes they hand over less amount in terms of goods tl in before. 
The income-tax payers gain because they pay in rupees wl ose value 
has depreciated as compared with the value of the income wh n earned. 
The burden of land revenue also decreases, because the perso. . ms 
it hand over less in terms of goods to the government. Many other 
inequalities may be cited in the sphere of taxation. Moreover, risii^ 
prices decrease the real burden of public debts, both external and 
internal ; while falling prices increase their burden. 

Social consequences of price-changes. So long we have been 
considering the economic effects. But the social effects are no less 
serious. Periods of unstable prices are periods of great social unrest 
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and distress. When prices rise, wage-earners try to iilcrease their 
wages as their cost o£ living increases. As a result rising prices are 
usually accompanied by strikes. When prices fall, the employers try 
to reduce the level of ■wages and tliis provides another source of fric- 
tion, often leading to open conflict behveen the employers and the 
workers. Unemployment increases and creates much social unrest. 
Thus rising prices are characterised by strikes ; falling prices by 
lock-outs. 

In conclusion, we may say that both the periods of rising or falling 
prices arc harmful. Inflation diminishes the real income of the investors 
and the ■wagc-camcrs, two most important classes in society. It causes 
an unhealthy growth of productive activities which would soon bring 
about a crisis. Deflation hurts employers, and therefore adversely 
affects the mainspring of productive activity. It increases unemploy- 
ment, ■whose social and economic consequences are disastrous. A 
stable price-level would avoid both these ^pes of evils. It would also 
lead to tlie preservation of amicable relations in industry. It is desir- 
able therefore that the value of money should be stable.* 


* For further discussions Sec Chap. d4. 



CHAPTER 33 

THE VALUE OF MONEY AND THE QUANTITY THEORY 

TJie value of money is determined in the same way as the value 
01 any omer commodity, i.e., by the demand for and the supply of 
money. The same apparatus of supply and demand wWch determines 
the ralue of any otiier article can also be apph'ed to determine the value 
01 the units of currency. There are, however, certain peculiarities, 
I^th on the demand and the supply sides of money which place the 
weoiy of the value of money in a class by itself. We shall discuss 
these peculiarities in their places. 

TJie value^ of money is determined by the demand for, and supply 
of money. - It is necessary therrfore to analyse the meaning of demand 
and supply of money. M^hy do people demand money ? Money is the 
medium cd excliange, and money is demanded whenever there is some 
exchange to be made. The demand for money, therefore, comes from 
the volume of goods offered for sale. But the goods that are consumed 
by producers (as in case of agricultural crops part of which is con- 
_ * . , sumed by the growers), do not add to the 

of goods for sale. means the total quantitj' of money which is 

used to purchase the goods offered for sale. 
Hence we must exclude the money tliat has been hoarded and is never 
used to buy goods. Tlie supply of money is different from the total 
amount of coins, paper currency notes and bank deposits. Each piece 
of money may be used several times in course of a given period in the 
purchase of goods. Each time a coin changes hands in the purchase 
of goods, it adds to the supply of money in this sense. The average 
number of times that coins change liands during a given period is 
known as the velocity of circulation of money. Tlie supply of money 
is therefore equal to the total volume of money in circulation (includ- 
ing coins, paper currency notes and bank deposits) multiplied by their 
average velocity of circulation. Herein we meet with the first pecu- 
liarity of money. The supply of money Trill increase when the velocity 
of circulah’on of the different pieces of money increases. But potatoes 
and 'shoes cannot be said to constitute a greater supply if they change 
owners more rapidly than before. 

These two factors, the demand and supply of money, determine 
the value of money, or the price level. But tliis is also the rase vrith 
any other commodity. There is however, an important distineffon 
between money and pther commodities. The elasticity of demand for 
money is unity, whereas that for other commodities may or may not 
be equal to unity. This is due to two factors. First, the demand for 
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Elasticity of demand 
for money is unity. 


money is more or less constant during a given period. The volume of 
goods offered for sale during a period depends on the aggregate volume 
of production. The latter, in its turn, depends on the amount and 
efficiency of the factors of production, the 
organisation of production, etc., and not on 
the value of money. Hence when the supply 
‘of money increases, the volume of production, and therefore of the 
goods ofered for sale will not necessarily increase. As the demand 
for money (f.c., the. volume of goods offered for . sale) remains the 
same during a period when the quantity of money changes, a doubling 
of the quantity of money in circulation would result in a doubling of 
the price level. In other words, the value of money’ will be exactly 
halved.x'Secoiiifiy, the velocity of OTculation of money depends, on the i 
habits of the jeopT^ and oh their mSfipds of doing business. Henre' 
il'tehdsTo reinain'’constaht ov^ a given period of time. Changes in 
the quantity -of money will tlierefore cause exaeffy proportional 
changes in the price-level. In otlier words, the elasticity of demand 
for money is unity. But when the supply of (say) oranges is doubled, 
its value will not be half of what it was, and the people will not want 
to buy double the number of oranges. 

This is the famous quantity theory of money. The theory in its 
original form stated that the amount of goods to be sold remaining 
constant, i.e., tlie demand for money remain- 
Mill’s and Fisher’s jug the same, the price-level varies directly with 
presentation. jhe quantity of money in circulation. Money 

meant only coins and paper notes. Account ivas also taken of the 
rapidity of circulation of money, i.e., the number of times each coin 
changed hands during a given period. To put it algebraically, the pric^ 
level P could be found by dividing the quantity of money M, and their 
velocity of circulation V, by tlie volume of trade T. P was therefore 
equal to 

. MV 


T 

But soon it was found that in a developed community, a volume 
of credit was also used to purchasing goods. The theo^ was then 
modified to include the volume of .deposits and their velocity of arcula- 
tion. The theory was put into an algebraical form by Fisher.* 
MV+M.'V' 

/ P= 

T 

P is the price-level. M means money in circulation, including 
coins and paper notes, and excluding bank reserves and_ other h(»rds 
of money. V is the velocity of circulation of money. M is the volume 
of bank-deposits withdrawable by cheques, and V' is the velocity of 

♦Fisher. The Pisrehaang Povier of Money. Pp. 152—153. 
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circulation ot bank-deposits, determined by dividing tbe total volume 
of deposits withdrawable by cheques by the total amount of cheque 
payments during a given period. T denotes the volume of trade in 
goods and services of all kinds sold against money. During normal 
conditions, at any given time, T, V and V' remain constant; they are 
independent of the quantify of money. P, the price-level, varies' in 
exactly direct proportion to the quantity of M and M'. 

There are two fundamental points in this equation. First, P, the 
price-level changes because the quantity of money changes and not 
othenvise. Secondly, the price-level changes exactly in the same pro- 
portion as the .quantity of money. -According to Fisher, the volume of 
deposit money is related in a more or less constant proportion with the 
quantity of cash reserves. As the deposits can at any time be con- 
verted into cash, the creation of deposits by banks depends on the 
reserve of cash posscssed.by them. The proportion of reserves of cash 
to deposits is more or less constant. M' bears a constant relation to 
M, the quantity of lawful money. We have already seen that at any 
given time, V and T are more or less constant Hence changes in M 
will cause direct and proportional changes in the price level. Fisher 
docs not deny that changes in the quantity of money may cause a change 
in tlic velocity of circulation of money, or in (he volume of transactions. 
But such conditions arc abnormal or transitional. In the long-run, 
under normal conditions, changes in the quantity of money will cause 
exactly proportional changes in the price-level. 

One of the main criticisms that have been levelled against the 
theory is that it assumes that other things arc constant. But other 
things do not remain constant. The fact 

itidsra. that other things utoy change is, however, no 

ground for rejecting the theory. All scienti- 
fic theories arc based on the assumption that other things remain equal. 
The quantity theory can be objected to if we can show that the other 
things must change if cither the quantity of money, or the price level 
(the two variable factors in tlie equation) changes. . It necessary, 
therefore, to see whether this actually happens. In Fisher’s equation, 
the velocity of circulation of money and the volume of transactions are 
assumed to be independent of the changes in the quantity of money and 
in the price level. But in real life, neither V, nor T is independent of 
M or P. The velocity of circulation of money is closely related to 
changes in the price level, increasing during periods of great business 
activity and rising prices, and decreasing during depressions and falling 
prices. Moreover, V is also affected by changes in the quantity of 
money. The volume of transactions T is also influenced by the changes 
in the price level. Recent studies in the business cycles have conclu- 
sively shoivn that changes in prices are an important influence m deter- 
mining the volume of production. The quantity of money is also not 
independent of the other factors in the equation. It is influenced, to 
some extent, by the changes in the volume of transactions and m the 
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price-level. Fisher’s assumption that M' bears a constant relation to 
M is also not home out by facts. The relationship between M and 
M' is not constant, but varying. Fisher of, course recognises all these 
facts. His reply is that these variations in the other factors occur 
during the short, transitional periods. In the long run, they remain 
■more or less constant. But as Keynes has pointed out, in the long 
run, we may all be dead. The usefulness of a monetary theory which 
disregards business cycles can easily be imagined. 

Secondly, it has been argued that the effect of a change in the 
•quantity of money is not simply a proportional change in the price- 
level as is stated in Fisher’s equation. Only under exceptional cir- 
cumstances, a doubling of the quantity of money will double the price- 
level. The usual effect of a change in the quantity of money is a 
■"complex series of reactions touching prices, production, and the desire 
of the community to hold command over r^ resources.” So long as 
there are unemployed resources, an increase in the supply of money 
■will cause these resources to be. drawn into production, and prices 
may not rise at all. So the proportional relationship between changes 
in the quanti^ of money and in the price-level does not always exist. 

Thirdly, the theory is also inadequate to explain the processes 
through which changes in the quantity of money affect the price-level. 
It does not help us to separate out those factors through which the 
price-level is determined. “The fundamental problem of monetary 
theory is not merely to establish identities or statical equations relating 
the turnover of monetary instruntenls to the turnover of things traded 
for money. The real task of such a theory is to treat the problem 
<3ynamically.”* Changes in the quantity of money do not exercise any 
■direct influence on prices. They first affect the rate of interest, and / 
■through the rate of interest, the prices and the output. 

But the most fundamental objection is that Fisher’s equation does 
■not measure the purchasing power of money. It determines the average 
■value of money transactions of all kinds. The 
It does not measure major portion of the transactions included in 
monS’*^'*^'”^ T relates to industrial, commercial and finan- 

cial transactions. Whereas by the purchasing 
power of money, we refer to the transactions relating to the purchase 
•of goods and services for consumption. And the latter type of tran- 
sactions form only a small part of the total transactions included in 
Fisher’s equation. Hence the equation measures not the purchasing 
power of money, but the Cash-Transactions S t andard . 

'The quantity theory"has been~presented in another form by a 
group of writers. According to them, the demand for money does not 
■depend on the ■volume of goods to be sold for money, “but by the 
ability and willingness of persons to hold currency, in the same ■way 
as we think of the demand for houses as coming not from the persons 


■ ♦Keynes...,/! Treatise an Money. Volume I. P. 133. 
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who buy and re-sale or lease and sub-lease houses, but from the ; 
persons- who ocaipy houses.” An individual t\^ts to hold a certain -J 
proportion of his income, either in cash or in hank deposits, in order : 
to meet his personal expenditure and to provide for contingencies. 
Similarly, the merchant and the industrialist want to keep a certain ^ 
amount of money on hand for purposes of business expenditure. The 
total amount held in. these ways constitutes the demand for money. 
The supply of money is tlie qumitity of coins, paper currency notes 
and bank deposits, not the amount that is actually circulating. The 
idea was however not new. Marshall has shown that this conception 
of the demand for money can be found in the writings of Petty, Locke, 
and ^ntillon. ^ 

In his Trace on Monetary Heform published in 1923, Keynes* 
gave a formula based on this conception. He started from the concept 
that the people require to hold a certain amount of purchasing power 
in order to, buy a number of what be called ‘consumption units’, "made 
up of a collection of specified quantiti^ of their (the public's) standard ' 
articles of consumption or other objects of expenditure.” SuppoM, k, 
is the number of consumption units which tlie public find it convenient 
to hold in cash; and'h' the number of such units which the public hold 
in bank deposits. So A' is the total bank deposits withdrawable by 
cheques. Let r be the proportion of the cash reserves held by the banks 
against their deposits; « be the total quantity of currericy in circulation- 
and p the price per consumption unit. Therefore 

The great merit of this line of approach is that it does away with 
the somewhat crude conception of the demand for money as coming 
from the goods. Instead of focussing attention on the almost mechanical 
concept of the velocity of circulation, it brings out the fact that the 
price-level depends on the people's habits about holding a ^proportion 
of their incomes in the form of readily available- purchasing 
They thus clearly illustrate the parts played by the decisions of the 
bankers, regarding the amounts of their reserves, and the decisions of 
the depositors regarding the proportion of their incomes to be kept 
in the forms of either cash or bank-deposits in the determm^on of 
prices. But the great defect of these lines of approadi is that the 
of both _k and k' of Kej-nes’ eqi^tion are not defimtely 

determinable by statistics. , w 1 . • 

It should be noted that the differences between the Fishenne type 
of equation and the Cambridge equation is not as fundamental as is 
^ generally supposed. The rtvo types of equa- 

If 1 , ™ tion represent different views of toe same 

rdatipn bewem different standpoints. The Cam- 

^hridreqiation. brid|e ^nation 

amount of money heJd in tlie baJanc^ of the 

individuals at any given tinie {«.. "money ritting” in Mr. Robertson s 
■ Ssif" Tract on Monetary Reform. Pp. 84— S8. 
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me pnces continued their doivnward tendency. Increase’ of money 
failed to cause the prices to rise. 

Serondly, when the boom ends and recession begins, this is not 
alwajre due to any shortage in the supply of money. The rise in prices 
may be checked long before there is any dearth in purchasing powers 
in the cotmtry. Periods of depression and falling prices are generally 
characterised by the existence of surplus purchasing power, and piled 
up bank deposits. But in spite of that , periods of falling prices still 
continue. The end of a depression and the beginning of a recovery 
cannot be claimed' to be due to causes working on the side of the 
money. lastly, it cannot always be said that the quantity of money 
always determines the price-levd. On the other hand the demand for 
money itself depends upon the height of the price-level and its ten- 
dencies, to change. Changes in the price-level and in the volume of 
money .in circulation are both simultaneously determined by other 
factors. A satisfactoiy analysis of these factors has never been made 
on the basis of the quantity theory. 

Factors governing short-period changes in prices: What are 
, these other factors? Modem economists now try to explain the price 
changes by reference to the relation between- 
Effccts of saving. the volume of Saving and Investment. Savings 

, mean the excess of money incomes earned 

during a given period over the expenditure on consumer’s goods. An 
individual receives a certain money income during a given period. He 
may spend the whole of it in buying consumers goods, or he 
may sj^nd a part for this purpose, and save the rest. The sum of 
money incomes thus saved by the members of a community constitutes 
fbe aggregate volume of saving. Vfhai a community decides to save 
a larger portion of their money incomes than before, their expenditure 
on consumer’s goods declines. Suppose the total money incomes 
amount to Rs. 1000 crores, out of which people used to save Rs. 200 
crores and spend Rs. 800 crores in buying consumer’s goods. Now if 
the propensity to save increases in the community, they begin to save 
Rs. 300 crores. That is, they now spend Rs. 700 crores (instead of 


language) with a vietv to finance their future transacfions- Fisher’s 
equation IS concerned with the amount of money required by thel^om! 
munity during a period of time {Le., “money on the winff" aaordW 
to Robertson) to finance its transactions. The firat refers /f « 

of time , the ot her refers to a period of time 

0!^ “ost tundamental criticism of quantity theories lies in the 
fact that they are inadequate to explain the changes in price-level which 
occur during a trade cycle. According to die theory, all changes in 
pnce-level are due to diaries in the quantity of money, and tlie remedv 
for a penod of falling prices is to increase tlie quantity of money. 
But after 1929, when prices began to fall rapidly all over the world 
almost all governments tned to stop the rot by injecting more money 
into circulation. But in spite of vast increases in tlie quantitv of money. 
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Rs. 800 crores) on consumer’s goods. Since nothing has happened 
as yet to change the volume of such goods, their prices must fall. 
P, tlife price level of consumer’s goods, is tlierefore determined by the 
^ equation E — S=P, where E denotes die total money incomes, and S, 
"Oie volumT'of atving. Here we should note one thing, ^^'hen an 
individual derides to save a larger portion of his mone}' income, his 
savings may increase. But the aggregate volume of savings n-111 not 
inerMse in any way. IVhen the individual saves, his action reduces 
the incomes of somebody, probably the seller of some goods or sendees. 
One man’s expenditure is another man’s income, '\^^)en a man spends 
money in buj’ing goods, the incomes of the srilers of goods are thereby' 
increased. The wages tliat he pays to his servant or cook constitute 
his expenditure, but their income. So when one roan or a group of 
men spend less than before, the incomes of some other people are 
thereby reduced. These people will then be forced to save less. A 
man will certainly save less when his money income is (say) Rs. 200 
than when it was Rs. 400. 

The laiger saving of tlie first group of men rvill be balanced by' 
the smaller savings of the second group. The aggregate volume of 
savings trill not increase in the community. The individual who saves 
more will of course add to his money balances. His action will cause, 
not an increase in the aggregate volume of saving, but a reduction in 
the incomes of other people, and a fall in the prices of consumer’s 
goods. So an increase or decrease in the propensify to save will simply 
cause a reduction or rise in money incomes and a change in prices. 

Let us look to the other side. In ordinary language, investment 
means the purchase of a government security, or shares or real estates. 

But we shall use it in a special sense. Invest- 
Effccts of Investment ment means the addition to all kinds of the 
physical stock of capital goods. \Vhen an 
individual buys tlie shares of an existing concern, he may be investing 
in the ordinary language. But as his purchase does not add- to the 
material stock of capital goods, his action will not be i^iarded as 
investment. But if he buys the shares floated by the concern -to carry 
out extensions of plants, the volume of investment will increase as a 
result of his action. \^^at happens when the volume of investment 
increases in a country? Let us assume that there already exists in the 
country a certain volume of unemployed resources (not a trery un- 
realistic assumption). When the businessmen deride to make more 
capital goods, they trill be^n to employ these unemployed factors of 
production. The money incomes of these newly employed people will 
increase. The expenditure on consumer's goods will incr^e as these 
men spend their incomes. This may or may not cause a rise in prices. 
So long as the unemployed resources are drawn into production, the 
volume of output will increase at the same time and prices may not 
rise. But usually some rise in prices will take place as it ma}- not be 
easy to expand the production of all types of goods simultaneousl}'. 
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Once the stage of full emplo)'ment is reached any subsequent increase 
in investment -will cause a rise in prices. The rise in prices is thus 
the result of an increase in investment. The opposite will happen if 
the volume 'Of investment . decreases. Unemployment will increase ; 
money incomes will shrinh; expenditure on consumer’s goods decreases. 
This will cause a further fall in investment as the producers of con- 
sumer's goods send less orders for machines, tools and other capital 
goods which are used to make consumer's goods. A vicious circle thus 
sets in. Employment and money incomes show a further decline. 
The prices begin a doivnward trend. 

Prices are therefore governed by the propensity to save and the 
volume of investment during a given period. But the former is 
generally a stable factor, and remains more or less constant, depending 
as it does on the habits of the people. So the most important factor 
determining the price-level is the volume of investment. It affects 
prices through its influence on employment and money incomes. 

It should be noted that this does not mean that changes in prices 
are caused by an excess or deficiency of saving over investment. The 
aggregate volume of saving will always be 
Actual savings and equal to the volume of investment. There is 

eocS*™™* alwar* j,g escape from this conclusion. _ Let E denote 

■ the total money income, which is derived from 

the production of consumer’s goods and capital goods. That is, E is 
equal to C (income from consumer’s goods) -f I (income from producers 
goods). C, the income from consumer’s goods must be equal to the 
expenditure on such goods incurred by the people. The latter is equal 
to E— S, where S denotes the volume of saving. 


Now 

E=C-f-I 

or 

E-U=I 

But 

C=E— S 

So 

E— (E— S)=I 


or, S=I 


In other words, savings must be equal to investment. This may 
appear paradoxical. As a man saves, there is no guarantee that invest- 
ment will also increase in the same ratio. Hence the plain ^n con- 
cludes that savings and investment may not be equal. But that is not 
the case. Assuming that a group of individuals save more than before, 
they buy less consumer’s goods than before. The sellers of these 
goods pile up unsold stocks of goods. In other words, their investment 
in stocks increases by the same amount as the volume of saving. 
Moreover, as we have stated before, such increase in savings by a group 
will cause a fall in the sales of consumer’s goods, a fall in money 
incomes of the producers of these goods, and so a fall in savings, the 
increased savings of the first group will be balanced by the 
savings of the producers of consumer’s goods. So the aggregate 
savings may not increase. When the volume of investment increases. 
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employment will increase; money incomes will rise. Given the same 
propensity to save as before, the volume of savings will also increase. 
So savings will always be equal to investment. 

But this does not mean that the amount people intended to save 
will always be equal to investment; or the amount that businessmen 
_ . , . , . intended to invest will be equal to saving. 

fntoded fav«Un»t”SKd ‘}'= 

not be equal to the other. of consumers goods decline, and the 

sellers pile up stocks. The volume of invest- 
ment in stocks increases, and thus investment remains equal to saving. 
But the sellers did not intend to make this additional investment in 


Stocks. So the increase investment that took place was clearly un- 
intentional. Similarl}’, under full emiiloymcnt, if the volume of invest- 
ment increases, prices ivill rise. This rise in prices will force the 
consumers to consume less than before. They will therefore be forced 
to save, and the volume of saving will then increase to match the rise in 
investment. But the consumers did not intend to save in this way. The 
savings tliat they are forced to make are clearly unintentional.* 


Elasticity of the Demand for Money :f It has been stated 
hefore that one peculiarity about the demand for money is that its 
elasticity is unity. The demand for money is 
• elasticity furnished by the people’s holding of ready 

<s not unity. purchasing power both to effect the ordinaiy 

transactions of life and to provide for the sudden demands for e.\pendi- 
ture. To say tliat the elasticity of the demand for money is unit}', i.e.. 
constant, is e.xactly as saying that the people’s habits about holding 
money are not affected by the changes in the quantitj’.of money, ^\^len 
the quantity of currency is doubitrf, then provided public’s habits are 
unchanged, thej' would simply hold double the amount of money to buy 
the same necessaries regarding personal and business expenditure. 
Therefore the price-level varies in a ratio exactly proportional to the 
changes in the quantitj' of currenej-. There are howei-er cases when the 
elasticity of demand is not unity. In extreme cases of currencj' inflation 
or deflation, the public’s habits about holding currencj’ may change 
^’^en inflation has been carried bcj’ond limit, and the prices rise to 
soaring heiglits, the public may lose confidence in the currency, and 
hasten to spend their moncj'-balanccs whose value is rapidlj' falling, on 
the durable objects, like gold, whose ralue seems more stable. Such 
happened in Germany after the first war. Thus instead of holding 
increased quantities of money when the supply is increased, the public 
actually diminish their monej'-halances. Elasticitj- of demand for money 


*Sec Ch. 42 for a discussion of the Trade Cycle. 

t If we refer to the example given on P. 31 of this book we shall sec that 
the expression— ‘elasticity of demand is unity'— simply means that the valnc 
of a commodity will rise or fall in exact proportion to the decrease or increase 
in the supply. Following that example, when the supply, is doubled i.e., becomes 
300 units, the price will be lalvcd, i.c.. Re. 1. 
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lalls below unity. Lehfeldtf has estimated that behveen 1920 — 1922, 
the elasticit)' of demand for money was actually -73 in Austria, -67 in 
Poland and -5 in Germany. Moreover during the acute phases of crisis, 
the businessmen may get alarmed and increase tlieir money-balances 
abnormally, rather than investing in business and incurring losses. The 
elasticity' will not be equal to unit)'. So also in an agricultural country, 
like India, the cultivators reluctantly part with their money. MOien 
there is an influx of money into that community, the major portion is 
hoarded by tliem, and the price-level does not always rise in proportion 
to the increase of money. Therefore the elasticity of demand for money 
is not always unity. 

Value of Money and Cost of Specie : In the case of other 
articles we have seen that their value tends to equal their cost of pro- 
duction. Is it also the case with gold? Gold-mining is an industry 
which is operated under conditions of diminishing returns. Is the value 
of gold therefore equal to its marginal cost of production ? In the 
opinion of Taussig, such is not the case. ‘ “No close correspondence, 
nor even a rough correspondence, can be made'.out between the cost of 
the precious metals and their value.”* This is due primarily to three 
reasons. /-jVrf, the precious metals are extremely durable articles. The 
amount that had been added in the past does not wrar away. The 
existing stock is therefore so large that the new supplies form a very 
small part of the total. The annual output and its cost cannot therefore 
affect the value of gold, e.xcept in the very long run. Secondly, as an 
industiy, gold-mining is characterised by e.xtreme uncertainty. A man 
cannot say what is actually within the mine. He has to incur hravy 
expenses in prospecting and in making tlie mine productive. Once these 
investments have been made, the mine has to be kept working whether 
die price of gold covers the cost or not For, othenvise the total invKt- 
ment will be lost Moreover gold-mining possesses an irresistible 
appeal for the gambling spirits. Chaplin’s film ‘Gold Rush’ is an apt 
illustration of this glamour of gold-mining. So gold is often mined 
irithout any rational calculation of cost and output Lastly, perhaps 
the larger part of the world’s stock of gold has been mined at a loss. It 
has been estimated that in 1904 about one-half of the companies of 
South Africa did not pay any dividend. In Australia, out of 96 com- 
panies only 16 paid dividends. It is for these reasons that the value of 
gold is not determined by the marginal cost of production. On the 
other hand, in his opinion, it is the value of gold which determines which 
mine will be worked and become the marginal mine. 

There is no doubt that in the short period there is no correlation 
bet\veen the value of gold and its cost of production. But over long 
periods,— what Marshall calls 'secular periods’— the trend of prices 


^Economic Journal, 1922. Quoted Ii>' Keynes— Tnirf on iJonelory Reform. 
The whole discussion is based on that book. 

♦Taussig. Princlflcs. Vol. I. 3rd Edition P. 247. See also Pp. 24/-60. 
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certainly exhibits a correlation with that of . gold production. The 
gambling element in recent times has decreased, and the industry is now 
managed by joint stock companies, with due regard for profit And 
though the annual output forms a very small part of the existing stock, 
cumulative annual dianges in the gold supply toII surely s^ect the 
price-level. The marginal cost of production of gold is therefore a 
factor in determining the secular trend of prices. The value of gold, 
as of any other commodity, tends to equal the marginal cost The only 
peculiarity is tliat owing to the reasons stated above, tlie establishment 
of equality behveen the value and the cost of gold takes a longer time 
than in the case of other articles. But the correspondence is still there 
in the secular trend of prices. 



CHAPTER 34 


THE MONETARY SYSTEMS 

A country may make one or hvo metals as its standard of value. 
When one metal, either gold or silver, is adopted as a standard of value, 
the system is known as monomeiattistu. If the standard metal is gold, 
it is Imovvn as gold standard. If the standard is silver, it is called silver 
standard. 

Two metals may be combined in various ways as standards of' 
value. When both gold and silver freely circulate as legal tender at a 
fixed ratio of exchange with each other, and are ■ freely minted, the 
system is known as bmetallisiu.. VWien both the metals are full legal 
tender, but one, generally silver is not freely minted, the system is 
Icnown as the "limping standard" ; limping because silver not being 
freely coined, is limping or acting with difficulty. Such a standard rvas 
prevalent in France. There is another way of combining the two, it 
we adopt tlie suggestion of Marshall. The standard, of value would be 
a fixed quantity of gold combined tvith a fixed quantity of silver. The 
government should alivays be ready to buy this combined bar of gold 
and silver at a fixed price, but there should be no fixed par of exchange 
behveen silver and ^Id. "niis system, known as symmetallism, was 
recommended by him as a compromise between gold and bimetallic 
standards. 

In this chapter we shall discuss the features of the gold and ffie 
bimetallic standards. Since bimetallism is historically the earlier 
standard, (it appears as early as the 6th century B.C.) we shall discuss 
it first of ail. 

BimetaUism : Bimetallism is a monetary standard _ when there 
is a free coinage of both gold and silver at a fixed mint ratio, and when 
the coins -of both metals are unlimited legal tender for the payment of 
debts. In England, bimetallism was finally abandoned in 1816, though 
throughout ffie 18th century gold rvas the actual standard in England. 
P'rance adopted it in 1803, and in 1865, it was prevalent in the Latin 
Monetary Union, consisting of France, Belgium, Switzerland and Italy. 
In the U.S.A. bimetallism was adopted in 1792. After various contro- 
versies, it was finally abandoned in 1900. 

Tlie following advantages have been claimed for bimetallism. First. 
it was argued that it would secure greater stability of p^s than was 
possible under gold standard. The course ot 
Advantages of bimetal- production of both the metals might be more 
steady than that of the production of one of 
them. If the output of gold falls, that of silver may rise, and vice versa. 
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In this ^vay, an increase or decrease in the production of one nietaf 
would be compensated by an opposite movement of the other. The total 
output of gold and silver may thus be steady, and the price-level would 
also be stable, as in the case of two drunken men, who would walk more 
steadil}' if they walked hand in hand. The standard consisting of twO’ 
metals ivould therefore be more steady tlian a mono-metallic standard. 
Secondly, it was argued that if all the countries adopted gold standard, 
the output of gold would fall short of the currency requirements. .As. 
a result, we would have a period of falling prices and trade depression. 
The adoption of bimetallism, by tapping the supply of silver for mone- 
tary purposes, would stop this tail in ])rices. Thirdly, the adoption of 
bimetallism would stop the fall in the price of silver. During the early 
seventies of the 19th centur 3 ’, and during the post-war period, the price 
of silver was falling grcatlj’. Such a fall in the price of silver diminished 
the purchasing power of the silver-using countries of the East which 
were therefore unable to purchase goods. If silver was remonetised, the 
demand for silver would increase and so also its price. Such a rise in 
price would increase the purchasing power of the silver-using countries, 
and would stimulate their demand for goods and might end the 
depression. Lastly, it was argued that the adoption of bimetallism- 
wT)uId secure a fixed rate of e.-cchange bctiveen the gold-using and silver- 
using countries. The rate of c.xchangc between them is determined by 
the gold value of silver. If the price of silver fluctuates, the rate of 
exchange would constantly vary, and this fact would introduce a great 
deal of. uncertainty in the trade bchveen the two countries. Under 
bimetallism, the ratio of exchange between gold and silver would be- 
fixed, and tiie course of trade between the countries would be smooth. 


These arguments are formidable. Regarding the argument about 
the stability of prices, -Taussig’s opinion is that after 1850, bimetallism 
tended to steady the course of prices. But that it would always do so is 
not sure. AVhat is the guarantee that when gold output will fall, that 
of silver will increase ? What if the courses of their production move 
in the same way ? The fact is that the steadiness of the general level 
of prices would have to be managed by the central banks. But the great 
defect of a bimetallic standard is tliat it would be almost impossible to 
maintain the mint ratio between the metals in the face of changing 
market -ratios. Suppose at the mint, the ratio is 16 to 1. That is, 15 
ounces of silver would be coined into pieces of the same -value as one 
ounce of gold. Suppose further tliat in the bullion market, 1S}4 ounces 
of silver would buy one ounce of gold. Nobody would then take silver 
to the mint for coinage. Only gold will be presented for coinage : gold 
is then said to be over-valued, and it will drive silver out of arculation 
and will become the sole medium of e.xchange, m accordance with the 
Gresham’s law. TIius as the market price of gold rises or falls, it wdl 
go in, or out of circulation, and the country will have either gold or 
silver standard alternately. 
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' Compensator}' action of 
bimetallism. 


But there are some comiwnsatoij- tendencies. Suppose gold is 
oven-alued at the mint, and eveij-hody is presenting gold for coinage. 

The supply of gold as bullion in the market 
tvill fall off and the supply of silver as bullion 
tvill increase. The result will be that the value 
of gold will fall and the mint ratio,and the market ratio will come 
closer to each other. Thus there is a tendenc}' under bimetallism for 
the automatic maintenance of the gold-silver ratio. But if there is a 
strong tendencj- towards the continuous increase in the output of one 
metal, and therefore towards a fall in its value, that metal mil drive 
oat the other from drculation. 


If several important countries adopt the standard, there is a greater 
chance of keeping the ratio between the two metals stable. If all the 
countries adopted the same ratio, export of either gold or silver would 
be checked as no proSt could be obtained by such action. Consequently' 
Gresham’s law would not be in operation. International bimetallism 
would tlius ensure the simultaneous drculation of the metals at fixed 
ratio. 

Bimetallism, therefore to he practicable, must be international 
bimetallism. And therdn lies the greatest hindrance to the introduction 
of bimetallism. Towards the end of the 19tb century, two international 
conferences were conryned with a view to &e adoption of bimetallism. 
But both of them fmi^. "Great Britain at no time was willing to 
accede . . . without Great Britain, Germany would not come in ; 
without at least one of. those countries, the United States would not. 
AATiatever the abstract possibiliries of united bimetallism, the project 
ner-er had a working prospect of realization.’’* 

There are.also other difhculties of bimetalh'sm. It would introduce 
great confusion in all business transactions. If one of the metals is 
undervalued in the market, the debtors will 
It would cimplicat^he ^yant to pav in that metal, while the creditor.s 
course want payment in the overvalued 
metal. As a result, iU transactions will become 
uncertain and confused. Moreover, though ultimately the mint and the 
market ratios would come together, yet there might be intervals when 
the two ratios will not be equal "fhe speculators will then hold the 
undervalued metel in the hope of profiting from the Idler rise in its 
price. Thus there would be ranstant speculation in the bullion market. 
The feet is that whether under gold or silver, the monetary standard 
would have to be managed by the central banks so that its r-alue might 
he stable. We have enough trouble in linking our fate to one metal. 
It is no use complicating the medianism and increasing the troubles 
of management by tying us on to two metals. 


•TausEig. Principles. Vol. L 3rd Edilio.i Pp. 282-3. 
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Features of the pre-war 
Gold Standard. 


GOLD STANDARD 

The essence of the gold standard is that the currency authority 
should be ready to buy and sell gold at a fixed price in terms of local 
currency. So long as this is done the value of a local currency cannot 
deviate from the value of gold. The essential features of the gold 
standard were somewhat different- in different countries. Moreover, 
after 1920, the theory and practice of gold standard have under- 
gone changes, — some of them for the better, and others for the worse. 
We shall first of all discuss the features of gold standard which func- 
tioned before 1914. 

Gold standard was based on the free coinage of gold. Its normal 
features were the following : — (o) The standard money wjs defined as 
a fixed weight of gold, and this gold coin 
circulated as full legal tender. ' Thus the 
sovereign contained 123 -2744 grains of gold 
(eleven-twelfth fine) ; Franc, 497806 grains (nine-tenth fine). All 
other forms of circulating media, vis., notes, etc., were freely convertible 
into gold coins. The result was tliat the total quantity of coins was 
dependent on the quantity of gold available in the country, (b) The 
currency authority was, by law, required to buy and sell gold at fixed 
prices for minting into coins. The bujdng and selling prices may be 
slightly different. For example, the buying price of one standard ounce 
of gold in terms of sterling was £3. 17s. 9d., and the selling price was 
£3. 17s. lOf^d. The result was that the price of gold bullion could not 
•depart from diese figures, (c) There was free export and_ import of 
gold. The result was a tendency towards equality in the price of gold 
in all countries. If the price was lugher in one country, than in anoth^, 
gold came to be imported into the first country. Prices rose in that 
country owing to the increase in the supply of gold, while they fell in 
the second country oiving to the export of gold. There was therefore 
a tendency towards an equalization of the prices of the different coun- 
tries through gold movements. . . 

Some important changes were brought about in the mechamsm ot 
the gold standard after 1924. First, gold coins rrere wthdrawn 
from circulation in all countries. The ^mone- 
Chanecs In gold standard {gry authorities were placed under obligation 
after the first war. convert the local currency, not into gold 

coins, but intolgold bullion. This standard is known as the gold bullion 
standard. It secured a great economy m the use of 
the central bank in many countnes_ began to hold part ““I 

reserves against notes and deposits m th^e form of bills, drafts ^d 
Sts faa foreign centre. This type of staridard rs kn°vvn “ 
exSiange standard, and it secured great economies in tlie use of goW. 

Varieties of gold standard: So there were three varieties of 
gold standard. The first variety which prmrailed 

-to be’ known as gold circulalion or gold currency standard. Under 
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this system, gold coins containing fixed . weights of 4 °Id circulated 
. within the country. All other forms of 
Gold currency .standard. currency, ms., non-gold metallic coins, paper 
currency notes, etc., were convertible on 
demand into gold coins at fixed prices. There was also free coinage 
in gold, and export and import of gold were completely free. 

But after tfie first world war, this type of gold standard was given 
up, and a second type was adopted. This variety is knoivn as the gold 
hullion standard. Under it, gold coins do not 
Gold bullion standard, circulate within the country. The actual cur- 
rency consisted of paper currency notes and 
token_ coins, and these were convertible at fixed rates into gold bars 
containing a fixed weight of gold bullion. In England, the bank notes 
were convertible into gold bars containing 400 62 . of gold at the fixed 
price of £3. 17s. lOd. per oz. eleven-twelfth fine. India adopted it in 
1927, when the Controller of Currency was under oWigation to give, in- 
exchange of rupees, gold bars containing 40 tolas at the price of 
Rs. 21. 7as. lOp. per tola. 

The third type of gold standard is known as the gold exchange 
standard. It was evolved before the first world war in India and other 
eastern countries. It became veijr popular 
Gold exchange standard, after that war when, owing to their poverty, 
many countries found it difficult to adopt the 
full-fiedged gold standard. Under this standard gold coins do not 
circulate within the country. The local currency,, consisting ofc bank 
notes and token coins, ^vas convertible into foreign exchange based on 
gold at a fixed ratio. India, which was on this standard before 1917, 
maintained a large reserve in London, and the rupee coins were convert- 
ible into sterling (which were gold coins) at the ratio of Is. 4d. per 
rupee. 

How the gold standard works : The working of the gold 
standard can be illustrated in this way. Suppose gold coins are the 
only media of exchange within the country. 

Functioning of gold Therefore, given the volume of goods, the 
standard. price-level -was determined by the amount, of 

gold coins in circulation, which were in their turn dependent on the 
supply of gold in the country. In practice there are other media of 
exchange, like notes and bank deposits. Their presence however does 
pot alter the fundamental forces at work. The volume of note issue 
was usually k^t in a fixed relation to the .gold reserves, and the 
volume of bank deposits also bore a more or less fixed proportion by 
law or by custom to the reserves of the banks, — ^though the relationship 
was not as exact as in the case of note issue. Therefore the total- 
volume of currency in a country- was connected in a more or less rigid 
relationship to the gold reserves. When gold was imported into the 
country, the volume of currency increased and prices rose, and vice versa 
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when gold was\ exported. The coimection between gold movements 
Influence of gold move- the price-levels was not however as auto- 

tncnts. matic as was assumed in these' lines. It was 

modified by the credit policy of the banks, 
particularly of the central banks and their bank-rate policy. When the 
bank-rate was higher, borrmving rvas checked and the prices fell 
Conversely when the bank-rate was lower,- prices rose. In practice the 
central banks in pre-war days changed their bank rates in accordance 
with the changes in their gold reserves. When gold reserves dwindled 
owing to the export of gold, the bank-ra^e was put up. The prices fell. 
Similarly in the country which gained gold, the bank-rate was lowered] 
and prices went up. In this inter-connection between tlie gold move- 
ments and price-levels lies the so-called automaticity of the standard * 

Externally, the countries adopting the gold standard possess^ 
stable rates of excliange determined by the gold contents of the coins. 
When, owing to an adverse balance of trade, the actual rate deviated 
from this par of exchange by mor-e than the cost of sen^ng gold, it 
would be exported from that country, and its price-level would fall. 
Since eveiybody prefers to buy where prices are low, its exports -will 
increase ; and to sell where prices are high, its imports will decrease. 
The balance of trade will improve and the rate of exchange will mo\’e 
towards par. 

This is an outline of the way in which gold standard worked under 
the simplest conditions. It has been claimed by many writers that gold 
How far gold standard standard was automatic in operation, and that 
is autSmatic in opera- there was scarcely any element of management 
in the working of the gold standard. But this 
is a misreading of the actual working of gold standard. There was 
actually a large degree of management even during the period before 
the first world war. There was no automatic relationship between the 
volume of bank deposits and the gold resen^es. The mos’ements of gold 
between different countries were modified to some extent by the actions 
of the central banks. In fact, it is now admitted that much of the 
success of the gold standard before that war was due to the predominant 
Xiosition occupied by England in the world’s money market, and the 
prudent utilisation of its position by the Bank of England. 

The degree of management increased considerably before the last 
war. Increasing use was made of the open market policy evolved before 
the first world war. It was also perceived that 
Gold standard is a attempts should be made to k-eep the prices 
managed standard. stable as far as possible with central banking 

methods. And the need for management increased considerably in the 
inter-war years. Owing to reductions in the costs of gold transports, 
the difference between the two gold points became narrower. This 
made the currency systems more sensitive to international disturbances. 


♦Dr. F. Mlynarski. T/ie pimctiimins of the Gold Standard. P. IS. 
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A slight disturbance in any country, or a small change in the rates of 
interest would now lead to gold movements. The existence of a large 
volume of international short-loan funds threatened serious dangers to 
the stability of economic systems. The investor on the continent with 
keen fears of inflationism in his mind, would not risk his earnings in 
long-period investments. Anything which tvould excite his distrust 
ntiuld lead him to move his funds from one country to another consi- 
dered more safe. Hence the constant movement of these funds behveen 


different centres rendered the task of the Central Banks very difficult. 
In their anxiety to protect the domestic money market, and to secure 
reasonable stability, the Central Banks began the practice of "sterilising” 
■unwanted gold imports by the sale of government securities. Exports 
of gold were not allowed to affect prices as these were “offset” by the 
purchase of securities in the open market. Gold movements thus ceased 
■to exercise any influence on the price-level. And the gold standard 
■became a tull 3 '^ managed standard. 

It is necessary at this stage to discuss what came later to be known 
as "the rules of the gold standard game.” There are two fundamental 
_ , j rules whidi are to be followed to make gold 

Kjdes of gold standard standard successful. The first is that gold 

movements should be allowed to exercise thdr 


full influence on prices. When gold comes in, credit should be ex- 
panded. \Vhen gold goes out, there should jjc a contraction of credit 
in that country. Secondly, tlie financial and ■ commercial policies of 
each country should be so devised as to make adjustments of balances 
of payments and the real transfer of net payments possible and smooth. 
The creditor countries should be prepared to allow an excess of imports 
over exports, and should not take such steps, either by tariffs or other 
methods,, to cut down the volume of imports .through which debtors 
would be paying their debts. ' ' 

Break-down of the Gold Standard : None of these rules were 
observed in the working of the gold standard in the inter-tvar j-ears. 
Almost all countries violated the first rule. Gold_ movements vrere not 
allotved to exercise their natural influence on prices. England which 
was continually losing gold during this period, took steps to offset 
effects of these movements on the domestic price-level through the 
purcliase of securities. The U. S. A. which was receiving large imp^s 
of gold, sterilised tliese imports with a view to keep prices stable. TTie 
serand rule was also violated by the three most important countnes. 
England. France and the U. S. A. It is admitted on all hands that 
whin England returned to gold at its old parity, there was consideraWe 
over-valuation of sterling in relation to dollar by about 10 per c^. 
Thoiwh tlie rate of exchange was fixed at a high figure, ivages and 
other money costs had not fallen in dial country to a sufficient degree. 
It was necessary therefore that England should take steps to lower 
TOges and other costs. But that adjustment iras "^or made Her 
economic system proved too rigid, and the authorities had not the 
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courage to force down wages. The result was that her exports could 
not compete in the world markets in vieiv of her high costs. There was 
therefore a constant tendency towards unfavourable balance of trade 
and towards gold exports. Gold standard _pre-supposes a flexible 
economic system, where prices should move in accordance with gold 
movements. No wonder that with in^asfic prices and costs, England 
•was the first country to give up gold standard. 

France had, on the other hand, under-valued her currency when 
she returned to gold. As a result, she developed a large foreign surplus. 
This surplus ought to have been invested abroad if equilibrium was 
to be maintained. But the French investor ■was not willing to lend his 
money abroad. Only a part of the foreign balance was lent abroad in 
the form of short-term deposits, and the remaining portion was brought 
into France in the form of gold. France absorbed large quantities of. 
gold during this period. But these imports were not allowed to raise 
the price level. The U. S. A. emerged as the creditor country after the 
first world ■war. The creditor country must be ready to receive her 
payments in the form of imports of goods. But America became 
violently protectionist during this period, and shut out imports by a 
high tariff wall. The debtors were therefore forced to send gold. But 
these gold imports were not allowed to exercise their influence on 


prices. 

These were two most important reasons for the breakdown of 
gold standard after 1931. *A world which has not learnt to observe the 
rules of the gold standard game should not expect a smooth funcrioning 
of that standard. There were also other equally important reasons. 
The maintenance of the gold standard became a highly complicated 
task during tliis period. The shortening of the gold points niade 
the currency system of each country extremely sensitive to mrery 
passing wind which blew in the international money market. And 
at the same time the number of storms and stresses increased 
considerably during this period. The constant movements of lar|e 
volumes of international short-term funds (justly called "bad money ) 
between different countries brought excessive strain on the delicate 
macliinery of gold standard. In fact the immediate occasion for the 
break-down of the gold standard in England in 1931 was caused by 
such' an withdrawal of short-teim funds as a result of an international 
han l n'n g panic. In addition to these, a number of changes occurred in 
the economic system of tlie world which were not favourable to me 
smooth functioning of the gold standard. The war left a legacy of 
and reparations. The payments of these threw a great strain on tne 
mechanism of international trade and exchange. The debtor countries 
began to lose gold and so adopted restnetive measures in selMefence. 
Not only were the economic difficulties serious, but the political tension 
and the uncertainty resulting from the forced payment of reparabms 
rendered the smooth working of the economic system an impossible 
task Another important cause has been the development of an acute 
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protectionist feeling in almost all countries. The erection of huge tariff 
walls made the payment of war debts and reparations impossible. 

The cumulative result of all these causes was the break-down of 
the gold standard in all countries of the world. An international 
standard cannot be worked successfully in a mad nationalist world. 

Merits and demerits of gold standard : The main advantage 
of gold standard is that it provides a country with a currency which is 
universally acceptable. The gold standard is 
It is a check to inflation, the only international standard the world has 
ever known. Other benefits have also been 
claimed for_ gold. By ensuring that the local currency should be 
convertible into gold, it puts a limit to the amount of money that the 
authorities can issue. They cannot issue more paper currency notes 
unless the gold reserves kept against these notes also increase. For all 
the countries of the world, the total amount of money that can be issued 
by them depends on the total amount of gold produced from the mines. 
Hence so long as a country is solidly linked with gold, there is no 
chance of an excessive issue of paper currency. In this sense, gold 
standard was regarded as "fool-proof or "knave-proof”. It was also 
claimed that it provides an automatic monetary system. In the past, 
when a country has been divorced from gold, the result has been a mis- 
managed money that has seriously disturbed its economic life. 

Thirdly, it secures comparative stability of prices. Unlike other 
commodities, the output of gold, on which depends the whole of the 
rt r»iat;v» Circulating media, is not subject to seasonal or 

stability of prices. other short-period fluctuations. Had wheat 

been adopted as the standard, a poor harvest 
in one year would have seriously diminished the reserves of the banks, 
and the price-level would then have become dislocated. But on account 
of its extreme durability, the existing supply of gold is so large that the 
annual output is but a small fraction of total output and its supply is 
therefore relatively more stable than that of any other commodity. Gold 
prices, it is claimed, enjoy a greater d^ee of stability. 

Another important advantage is that gold standard secures the 
stability of foreign exchange rates. The great merit of this stability 
becomes at once apparent when we see how 
Stable exchange rales, its absence, owing to the breakdown of the 
gold standard, has checked the development 
of international trade in recent times. This stability of exchange rates 
also secured a certain harmony in the movements in the price-levels of 
different countries. 


A dose examination of these merits will show that many of them 
are of doubtful validity. We have already seen that gold standard is 
^ . f u 1 , 3n automatic standard. The Ceptral 

mflation ' has' to manage the monetary S5’Stem to 

remain on gold standard. And to remain on 
gold standard is not always a simple or easy task as France found 
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during 1934-36. The severity of the trade depression which set in 
after 1929 was due to a large extent to. the attempt made by different 
countries to stay on the gold standard. A fool-proof standard may 
therefore be a foolish standard. Gold standard does not serve as an 
effective guarantee against inflation. It tics down the value of the 
currency to that of gold. If the value of gold falls as a result of the 
large output of gold, prices will rise. 

Secondly, the gold standard did not establish stability of prices 
cither over time or over space. If, year after year, the output of 
,, , . gold continues to increase or decrease, the 

stability of prices over o'" ^ '.“"g Iieriod. 

space or time. In fact, such has been the experience of the 

world throughout the nineteenth century. 
Between 1849 and 1874, prices rose because the new mines in Australia 
dnd California increased the supply of gold. Between 1874 and 1896, 
prices fell because of the decrease in the production of gold. Similarly, 
the internal prices in different countries, though interconnected with 
caeh other through gold movements, showed consideralile ups and 
downs in the conditions of trade and finance. 

The future course of prices is also highly uncertain under gold 
standard. Prices are likely to be upset by "the discovery of new mines 
or processes of mining, by a decision on the part of some states to 
achieve gold standard, or of some other states to abandon it, by a 
sloughing off of the hereditary taboos of the Indian ryot, or the 
London banker."* 

Another disadvantage of gold standard is that it limits the dis- 
cretion of the monetary authorities. Gold standard rerjuires that the 
countries owing allegiance to it must move 
It limits national auto- unison. So a country which adopts gold 
standard has to .surrender its authority in 
monetary matters, and to move in step with other countries. It has 
to follow the average policy, or the average rate of contraction or ex- 
pansion. But this may often go against its interests. .Adherence to 
gold standard may make it impossible for a country to pursue a policy 
of capital expansion in order to achieve full employment after a 

'^'^■’’^Managed Money: The c-xpression refers to that 
standard where the value of money is managed by the totra! Bank 



X T4 iXy sfsteVrmaXd by the Central Bank in accord- 
X witl, a plan oi inonetary stability. The advocates o 
claim that it will avoid all the defects of the gold s^nd^. The 
Central Bank can control the movements of prices, untrammelled > 


♦ Robertson. Money. 
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any necessity of keeping sufficient gold reserves. It will be able to 
keep prices stable if that is considered desirable. This system will 
also ensure sufficient freedom for each country to manage its own 
affairs in its way, unhampered by the necessity of moving in unison 
with others. 

It thus enables a country to enjoy the blessings of autonomy in 
monetary affairs. But the great defect of this currency system is tliat 
it will give us fluctuating exchange rates. Under gold standard, the 
rates of exchange^ fluctuate within the small limits of gold points. But 
there are no limits to the fluctuations of the exchange rates under the 
inconvertible paper standard. Fluctuating exchange rates will haniper 
tlie smooth- flow of international trade and investment. Lastly, it is 
liable to over-issue, and to sudden fluctuations in value. 

Recent experience with inconvertible paper currencies does not 
bear out the truth of these criticisms. Prices were comparatively more 
'stable in England which had inconvertible paper money than in Franre 
which was on gold during the years 1931-36. Large fluctuations in 
exchange rates can be easily avoided by the manipulations of funds 
like tlie Exchange Equalisation Accounts, and by means of a well- , 
organised forward exchange market. 



CHAPTER 35 


CREDIT 


What is credit ? ■ Etymologically the word 'credit' means 
'giving in trust’ or ‘trusting’. A credit exchange is best understood 
by considering what is a cash transaction. In a> cash transaction, 
the ' goods are sold and cash is paid at once. Whereas in a 
Tu >. • • credit transaction, the goods are sold, not 

confidence'' against cash, but against the promise to pay 

cash at a later date. Since in a credit trans- 
action, cash payment is to be made at some future date, it involves 
trust on the part of the person givmg credit. The basis of credit is, 
confidence. The lender must have confidence in the borrower that 
' he will be able to repay as promised, and that he has the intention to 


repay. 

Credit exchange possesses certain superiority over money ex- 
changes. The introduction of money remedied many defects inherent 
in the barter system. But there are certain difficulties in the system 
of money exchange. We are all willing to accept money ; but suppose 
j .-I-.- , we have sold fifty thousand rupees’ worth of 
^Functions and utility of would not be willing to accept 

actual monejr in exchange. Such a huge 
sum of rupees would be very inconvenient, and the danger of guarding, 
it would be very acute. Moreover, if we have bought goods worth 
many thousands at a great distance, consider the expense and the 
danger of transporting so much money to deliver to sellers. These 
difficulties are obviated by the use of credit. 

From the standpoint of the ultimate use of credit, it may be 
classified into consumption credit or production cr^t The borrowed 
credit may be consumed at once. In that case, it is known as con- 
sumption or consumer’s credit. Many shopkeepers grant credit to 
thdr customers who are unable to pay cash. The system of hire pur- 
chase or instalment buying is also an instance of such type of credit 
Credit may be so invested as to yield a surplus over and above what 
is required to be paid by the borrower. Credit then performs the 
function of capital and may be considered to be an equivalent to M 
of capital. This type of credit is knoivn as production credit 

Credit has further been class'ified into commercial credit and bank 
credit The former refers to that type of credit which is used in financ- 
ing the manuhicture and marketing of goods. A wholesale Qoaler iMy 
a^ee to sell goods to a retailer on tlie understanding that the latter 
will pay his dues within three months. That is, he has granted com- 
mercial credit to the retailer. Hwidis, biUs of exchange, are good 
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instances of instruments of commercial credit. The essence of bank 
credit may be found in the answer to the question, 'where do the banks 
get the money thqr lend’. A bank udth a cash reserve of Rs. 10,000 
is able to lend at least 5 to 6 times (if not more) that amount. This 
is possible because the depositors and the public have confidence in the 
bank’s solventy. The bank therefore lends its credit. Bank notes are 
good instances of such credit. 

Credit and Prices : Mill and following him other ivriters, 
held that as credit was as good purchasing power as cash money, the 
effect of creation of credit ivas to raise the price-level to the same 
extent as cash did. In the exchange, wheat and jute futures are 
equally instrumental in fixing prices as is sale by cash. Therefore 
they establish the identity between cash and credit 

Walker, Laughlin and others on the other hand hold that credit 
has no influence on price-level. They hold that credit has purchasing 
power but no liquidating power. Ultimately the payment must be 
made in cash so that the sale might be completed. The debts created 
are ultimately cancelled by cash. 

The truth seems to lie midway between these two extremes. If 
confidence in all credit transactions were complete, if actual money 
were never demanded in payment for the credit transactions, credit 
instruments would be perfect substitutes for cash transactions. But 
the truth is that there is never such complete confidence in credit trans- 
actions. The credit instruments are sooner or later presented for 
liquidation in cash. Banks have to hold a certain proportion of cash 
in readiness for meeting ‘the demand of depositors. From experience 
bankers know that only a certain proportion of the total amount of 
credit created need be kept in cash. The price-level goes up by the 
extent of credit created and put into circulation, but as a certain pro- 
portion of cash money has to be withdrawn from circulation in order 
to meet the demand of the depositors, the price-level is depressed to 
that extent. However, as reserves are held only in a certain propor- 
tion of total credit, the net effect is a rise in the price-level, though not 
to the same extent as warranted by the creation of cash money. 

Types of Credit Instrument ; There are various types of 
credit instruments in vogue in a modem community. These may be 
(o) cheques, (6) bank notes, (c) government notes, (d) bills of 
exchange, (c) promissory notes, (f) banker’s draft, (g) book credit, 
etc. 

(a) A cheque is an order by a person on a bank to pay the 'bearer 
of the cheque a certain sum of money out of his deposits. A cheque 
is a credit instrument so long as it is not presented for encashment. 
It also rests on the confidence of the pa3ree both in the person who 
draws it and in the bank on which it is drawn. (6) Bank notes are 
issued by banking institutions. A bank note is simply a promise by 
the bank to have it converted into legal tender on demand. Bank 



272 


INTRODUCTION TO ECONOMIC THEORY 


notes have circulation among those members of tile public, who have con- 
fidence m the solvency of the liank. Notes of well-known banks have 
easy circulation and are often legal tender. Note issues are novadays 
regulated by law, and in most countries only the Central Bank has the 
monopoly of note issue, (c) Government notes are similar to bank 
notes, c.xcept that they arc universal legal tender. So long as Govern- 
ment notes are convertible, they are regarded as good as standard 
money or gold. They arc based on the confidence of the public in the 
Government that it is able to convert them into standard moncj’ as 
soon as presented. (d) A bill of exchange is an order made by a 
seller of goods upon the purchaser- of goods to pay the stated amount 
of money after a definite period of time. The bill of exchange differs 
from a cheque only in this that cheques arc payable on demand while 
bills are to be paid after a stated period. ‘A cheque is a bill of e.x- 
change payable on demand.’ (c) A promissory note is a note featur-' 
mg a promise of the borrower to the lender, jierhaps supported by the 
guarantee of some third person in whom the lender has confidence. 
Most often the lender or the bank deducts the stijiulatcd amount of 
interest from the sum and then advances the remaining amount to the 
borrower. (/) A banker's draft is a cheque drawn by one bank upon 
another. It is drawn when one batik takes a loan from another, or 
a bank is given accommodation in time of distress, (g) Book-credits 
are effected when a tradesman sells on credit or a tank advances 
money, the sale or advance being entered into the account books of the 
tradesman or of the banker. Tlicse book entries arc legally recognis- 
ed as evidences of credit and even so when .they arc not endorsed by 
the debtors. These book-credits arc granted on a large scale by busi- 
nessmen to each other and occasionally set-offs arc made, the balance 
being paid in cash. This practice of set-off reaches its high water 
mark in the system of clearing houses for the banks. There arc otlicr 
types of credit instruments such as bonds and debentures of joint 
stock companies, which are all negotiable instruments and find ready 
market whenever needed. 

Paper Money : Tile term 'paper money’ denotes bank notes 
and government notes which have easy circulation. It does not in- 
clude cheques or bills of exchange which have merely a limited circula- 
tion. It is generally issued by the Central Banks, but in some coun- 
tries paper notes arc issued by the Government. 

Paper money may be cither conz/crtiblc or incoinicrtihlc, Con- 
vcrlible paper money is redeemable into standard metallic money or 
bullion on demand. The backing of such convertible paper money 
consists of a small amount of metallic money or other legal tender 
money. From practice it has been found that only a small portion of 
the outstanding notes is presented for redemption at any particular 
time hence only a small proportion of the actual amount of notes issued 
is kept by the note-issuing authority in cash or standard money as 
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necessary. Another Icind of convertible paper money may be simply 
.a cerfi/icafc of deposit, where the metallic reserve held is exactly equal 
to the nominal value' of the notes issued. An example of such certi- 
ficate of deposit is the gold and silver certificates of the United States. 

Incoyivertible paper motley consists of notes for which standard 
metallic money or bullion cannot be obtained on demand from the 
issuing authority. Inconvertible ^per money is generally issued by 
governments. Tliey may also be issued by Central Banks in times of 
•emergency by the suspension of the Act under which they are legally 
•obliged to convert their notes into full-bodied money. Inconvertible 
paper money is called fiat money, because its use and value depend on 
the command of the government. It has circulation only because the 
public have confidence in the government that it will be able to main- 
tain its value. 

Advantages and Disadvantages of Paper Money : The, 
advantages of the use of paper money are manifold. Firstly, by the use 
■of paper, there is an econoinj- in toe use of metallic money. In no 
■country is an equivalent reserve of gold or other full-bodied metallic 
money kept by toe note-issuing authorities. There is invariably an 
uncovered portion of note issue, and to that extent the country in 
•question is saved toe cost of securing gold or silver. If any country 
■uses inconvertible paper money, toe cost of monetary circulation to it 
js almost nil and in this respect it has an advantage over other 
•countries. Secondly, paper money, even when fully convertible, 
reduces the loss to the community through toe wear and tear of coins 
hy constant use. Thirdly, any one can carry with him paper money 
•of any value without any difficulty, large payments can be made through 
it and it can be sent to long distances without much cost. 

The disadvantages of paper money are also not negligible. First. 
•the temptation to over-issue ig too ratfeh with a government in diffi- 
•culty. If there be too much over-issue, the paper-money becomes in- 
convertible and depreciates in value in terms of full-bodied metallic 
money. Secondly, some* difficulty is introduced in foreign transac- 
•tions by the use of paper money. Foreigners do not accept paper 
•money of other countries. Those who have to make payments to 
foreigners can export full-bodied metallic money, but there is no such 
advantage when paper money is used. Lastly, the value of paper 
•money is more unstable than the -value of commodity money. The 
-value of standard money fluctuates -with the -value of the metal ; whereas 
the value of paper money depends upon the quantity of money issued. 
As the -value of inconvertible paper money is generally unstable, rates 
lof foreign exchange also become unstable, hence toe external trade 
•of the country may suffer. 

Principles of Note issue : As regards the principles on 
•which note-issue should be based, there, are two different schools of 
•view : — ^the currency theory and the banking theory. Before the Bank 
Charter Act of 1844 had been passed in England, ttvo schools had 

18 



274 INTEODUCTION TO ECONOMIC THEORY 

Sprung up regardir^ the true principles of note-issue. The ^ponents 
of the Currency Theory held that notes are issued only to provide an 
economical substitute for gold coins; but in order to ensure full con- 
vertibility of these notes, gold should be kept by the note-issuing 
authority to the full value of notes issued. If a full backing of gold for 
the notes issued is lacking, it may not be 
The Currency Principle, possible to convert them at times, and people 
may lose confidence in such notes. Accord- 
ing to this school, note-issue should be limited to the amount of gold 
hdd by the issuing authority and the quantity of note-issue will auto- 
matically expand or contract with the inflow and outflow of gold into- 
and out of the country. Thus the expansion of currency will be 
automatic and tvill not be dependent on the whims of issuing author- 
ities. This theory misunderstood the role of credit. Credit is a good 
substitute for metallic currency, and that with its help the total mone- 
tary circulation of the country can be expanded whenever required. 
One merit of a good currency system is elasticity, and that cannot be 
ensured if the currency principle of note-issue is followed. 

The exponents of the Banking Principle, on the other hand, main- 
tained that &om experience it was found that only a certain proportion 
of the actual notes issued need be kept covered by the issuing author- 
ities in gold coins. If there is an excessive 
Bankuig prindple. issue of notes, they will be returned to the 
the bank for encashment, and if an adequate 
reserve is kept, perfect convertibility will be enured.' Further such 
a principle has the merit of elastidty. The total' monetary circulation 
can be expanded or contracted according to the needs of trade, which 
can be best gauged by the bankers and expert financiers. 

Though the currency principle was accepted in the Bank Charter 
Act of 1844, subsequent history revealed the wisdom of the banking 
principle. The vast expansion of . England during the latter half of 
the 19th century was possible only because of the adoption of the device 
of cheque system — the adoption of which nullified to some extent the 
mischief done by the acceptance of the currency principle by the Bank 
Charter Act. But we should remember that the exponents of the 
currency principle of note-issue were warned by the history of many 
joint-stock banks during tlie earlier half of the nineteenth century, 
when many banks came to grief by over-issue of notes without suffi- 
cient reserve. 

Systems of Note Issue ; In accordance, with the currency 
principle, various limitations have been placed^ on the right of note 
issue. In this section, we shall review these limitations: 

(1) Fixed Fiduciary System. Under this qfstem, the Central 
Bank is allowed to issue a fixed amount of notes ivithout keeping any 
gold reserve. This portion is called fiduciary issue and it is backed 
by government debts or securities. Notes issued above this 'amount 
must be backed by 100 per cent, reserve in gold. This system pre- 
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vails in England, where under the Bank Charter Act of 1844, the Bank 
of England was allowed to issue notes up to £14 million without gold 
backing. This limit was raised to £260 million in 1928 and to £300 
million in 1939, The object of this system is to provide adequate re- 
spires for securing the convertibility of notes. But this has made the 
currency system inelastic. Currency could be expanded, not in 
response to trade requirements, but only when 
Defects of the system, gold reserves are increased. In times of 
crisis or panic, when there is an urgent need 
for the expansion of note issue to meet demands of the panic-stricken 
people, the provisions of the Act have to be suspended so as to pve the 
Bank unlimited power of note issue. Further, it locks away a vast 
amount of gold unnecessarily. Owing to these reasons, the Macmillan 
Committee urged the abolition of this system. 


(2) Maxiimim Fiduciary System. Under this system,^ a 
maximum amount is fixed upto which the Bank can issue notes with- 
out any gold reserve, and this maximum is generally well above the 
average annual circulation of notes. Further, this maximum is raised 
from time to time, as the business expands and the needs for currency 
increase. This system was prevalent in France before 1928, and it was 
recommended by the Macmillan Committee for adoption in England. 
The great merit of this system is that it does not lock away gold un- 
necessarily and leaves the question of reserve absolutely to the discre- 
tion of the Bank. 

(3) Proportional Reserve System. Under this system the 
Central Bank is required to keep a certain percentage, generally vary- 
ing from 25 to 40 per cent, of gold reserve against the note issue. 
This system became fashionable after the war and France adopted it 
in 1928. The system had been recommended for India by the Hilton- 
Young Commission, and it had been incorporated in the new Reserve 
Bank Act. The only merit of this system is its elasticity. Against 
one gold coin in ie reserve, three notes can be issued if the ratio 
prescribed is one to three. But any contraction of currency would also 
be violent. When one gold coin is rvithdrawn from the reserve three 
notes have to be cancelled, whereas under the other system, only one 
note has to be cancelled. Moreover, the system locks away unneces- 

sarily a huge amount of gold wnicn is quite 
Defects of the system. unavailable for purposes of conversion. Now 
suppose the Bank keeps ^ust one-thi^ 
reserve in gold and then one note is presmted for conversion. If 
one gold com is paid, tlie total reserve would then be less tlian the 
legal proportion required. Therefore the Bank rannot then 
notes without breaking the law. The syst^ is similar t° the regu la tao 
that there must always be one cab at fte station 50 
could always be sure of getting one. Suppose there is only one cab 
and a passenger alights. The cab cannot leave the stand and the 
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passenger’s position - would be the same if there were no cab at all. 
The system is thus clearly indefensible. 

(4) The fourth method is a variation of the third. The centra] 
bank is allowed to hold part of its reserve in “foreign exchange” 
(devisen), including foreign currency, deposits in foreign banks, bills, 
etc. The foreign currency must of course be on gold standard. Thus 
the Indian Reserve Bank can keep part of its reserr'es in sterling bills. 
This method is adopted to secure an economy of gold. So far as this 
is a variation of the third system, the objections stated therein are 
valid against it. Occasions may arise,’ in times of panic, for the issue 
of emergency notes. In England, when a crisis occurs requiring the 
issue of a great amount of notes, the Bank Act is suspended and the 
Bank of England' is empowered to issue as many notes as are neces- 
sary to restore confidence. In Germany, where the third and the 
fourth methods prevail, the reserves of the Rcichsbank may fall below 
the legal ratio provided a tax on the deficit is paid. 

The Right Principle of Regulation: The question can be 
divided into two sets of problems. The first is concerned with the 
question — ^whether there should be any legal provisions tying the 
amount of note issue with the amount of metallic resers’es. Ahd a 


second question is, what is the right amount of metallic reserves tliat 
a central bank should be keep to meet its obligations ? Regarding the 
first questidn, it is best not to fetter the discretion of the central bank 
in any way with regard to the note issue. Now that gold coins have 
been withdrawn from circulation, notes will be presented for conver- 


Therc should be no 
connection between gold 
rescn'cs and note issues. 


sion into gold bullion mainly for export pur- 
poses — ^to meet an adverse balance of trade. 
Hence it is desirable that the reserves should 


not bear any relation to the volume of note 
issue. When it is tliought undesirable to limit the discretion of the 
central bank with regard to the volume of credit in any, way, what 
logic is there in rigidly limiting tlie issue of notes ? It is also desirable 
in the interest of price-stability to give the Bank full discretion with 
regard to the management of its gold reserve and not to tie it in any 
■way with the note issue. When we are laying upon the central bank 
the highly important duty of regulating the volume of credit and the 
price-level, why should we not trust in its capacity to maintain ade- 
quate reserves against note issue ? The right principle is therefore to 
lay down that the amount of gold reserves should bear no relation to 
the volume of note issue. But to provide against the ultimate danger 
of over-issue, it might be useful, following the French system before 
1928, to fix the maximum amount of notes that can be issued. This 
maximum 'should be well above the average amount of note circulation, 
and should be revised from time to time. Moreover, it might be 
necessary to decree that the Bank should keep a minimum amount of 
gold reserve, partly in order to inspire public confidence and partly as 
an ultimate resen'e to be used only on grave national occasions. Ex- 
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cepting these two limitations, the central bank’s discretion in the issue 
of notes should be free. 

The answer to the second question depends on the proper appre- 
ciation of the functions of gold resen-es in monetary system. Formerly 
gold reserves were kept for the "purpose of converting paper notes into 
gold coins. But since gold coins have been witlidrawn from circula- 
tion, there is necessity for keeping any gold reserves for this purpose. 
The existence of gold 'reserves, assuming of course the establishment 
of gold standard,- is now seen to be necessary only as a medium of 
exchange in international payments. The amount of gold reserves 
should therefore depend, not on, the amount of note issue, but on the 
extent of any possible adverse balance of payments. The reserves should 
be suffident to enable the Central Bank to meet a short period adverse 
balance of payments before it is able to correct the situation by adopt- 
ing suitable remedial measures. Thus calailated, gold reserves would 
vary from one country to another. Countries which are international 
banlting centres, or which are heavily indebted, or which depend on a 
rdatively small number of goods for export purposes would require 
larger reserves than others. 



CHAPTER 36 
BANKING 


Definition o£ Bwk : Just as we define money by its func- 
tions, so the best definition of a bank is by its functions. A banker is- 
a dealer in credit; — ^he borrows from the members of the public, and 
lends to merchants or manufacturers. He borrows by accepting 
deposits, and lends by way of advances against goods or securities or 
by discounting bills. A bank is therefore a person or a corporation 
that deals in credit, i.e., accepts deposits from the public, withdrawable 
by cheques, and advances loans of various sorts. 

The system of banking is very ancient. It was prevalent in India, 
Greece and Rome. It arose out of the logical fact that people who 
possessed surplus coins deposited them for safe-keeping with persons 
in whom they had confidence, pa3rable after a period of time when the 
need would arise. The holders of tliese surplus coins soon found out 
that it was profitable to lend the money, provided the loans were re- 
paid before the date when money would be demanded. Probably the 
bankers, as they really were, gave signed papers to their depositors as 
evidences of the deposit of money. As people had confidence in the 
integrity and solvency of the bankers, these signed p^rs would pass 
from hand to hand in settlement of transactions. Seldom many of 


would be presented for repayment to the bankers. These papers were 
the origin of notes. And as people had confidence in the credit of 
the baidrers, only a small proportion of the notes would be presented 
for enca^ment during a period. The .latter were able to lend out 
the major portion of their deposits with safety, thus earning a decent 
profit with other people’s money. As the business of lending became 
more and more profitable, the bankers began to offer interest on the 
monq^ deposited with them, at a rate lower than that obtained on 
loans— the difference constituting their profit. In course of time 
cheques were adopted, and this imparted a great elasticity to the system. 

Thus came into existence the system of what is loiown variously 
as deposit or commercial banking. It should be noted that when using 
the term 'bank", we shall refer to commercial banks, «.e., banks which 
deal in short-period credit only. There are also other types of banks, 
such as Savings Bank, Investment Bank, etc. 

Functions of Bank : A commercial bank is a dealer in short-- 
term credit. It collects the surplus balances of the individuals and 
finances the temporary needs of commercial transactions. The Jirst task 
is therefore the collection of the savings of the public. _ This 'the bank 
does by accepting deposits from its customers. Deposits arise in ^_o 
ways. — First, the members of the public 
ti- brine legal tender money to the bank whiA 

savings of the public. ^ 'deposit account m 

its book, withdrawable by cheque. Or, the deposits may be created 
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(6) It gives loans' and 
^vances. 


&y the ba^ itsdf by giving loans to its customers. The borrower is 
then credited with a deposit account which he can use as needed. 

Its second principal' function is to give loans. This the bank does 
by discounting the bills of exchange, advancing loans against goods or 
other securities, by way of overdraft, etc. ■ Every banker knows that 
though the deposit may b’e demanded back at any time, only a small 
part of the total will be withdrawn at any time. Experience teaches 
him what margin should be kept to meet these demand. The rest he 
can obviously employ in giving loans and ad- 
vances to merchants and manufacturers. These 
loans may be made against security; the 
security may be gold, or stocks and shares, or goods either in course 
of manufacture or in course of movement from one place to another. 
Or they may be given without any tangible security, on the promissory 
note of a customer in whose solvency the banker has faith. 

A third function is to provide an inexpensive medium of exchange 
— a note or a cheque. The notes grew out of the receipts of the 
' bankers for , money deposited with tliem. 
(e) It issues n^s and notes passed from hand to hand, and 

exchange. were generally preferred because they were 

easily carried and were more convenient and 
safe. In recent times, the issue of notes has become the privilege of 
a single hank,— the Central Bank.- In the more advanced countries, 
they have been replaced by cheques. The issue and the encashment of 
■cheques are similar to those of notes. 

In addition to these, the bank performs a variety of other func- 
. tions. These functions are of three types : — ^financing of foreign trade, 
agency services and general utility services. Banks finance the foreign 
trade of the country by accepting or collecting bills of exchange drawn 
by the customers, and by transacting other foreign exchange business. 
Secondly, they act as the agent of their customers in collecting and pay- 
ing cheques, bills, dividends, subscriptions, and insiu-ance premia, etc. 
■(dl V i other They also sell and purchase shares and secu- 

iunclion”'™* customers through the stock 

brokers. Lastly, they perform miscellaneous 
services for the benefit of their customers. They act as custodians of 
the valuables of the customers, and take care of the marketable securi- 
^ties, bonds, deeds of property, etc., of valuable boxes and parcels ; col- 
lect interest and dividends ; act as a trustee, or an executor of wills, or 
an administrator of family trusts; are used as a business address by 
■its customers ; and issue various forms of credit instruments, e.g., letters 
•of credit, traveller’s cheques, etc., which being easily negotiable, are of 
considerable help to the customers. 

'Balance-sheet of a Bank : Another way of analysing the 
functions of a bank is to study its balance-sheet Therein the liabili- 
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ties and tlie assets of a bank are set out. A typical balance-sheet is 

Assets. 

Cash and balances svitli tlie Central Bant. 
Balances ndth and cheques in course of 
collection on other banks. 

Money at call and short notice. 

Bills discounted. 

Investments. 

.AdvMices to customers. 

Liabilities of customers for acceptances, 
etc. 

Premises. 

, On the liabilities' side paid-up capital denotes the capital of the- 
bank, and the reserve fund is the accumulated resources intended for 
contingencies. These two represent the bank's liabilitt- to the share- 
holders. Deposits are of two kinds, current or demand deposits, and 
fix^ or time deposits. Current account deposits are tliose deposits 
wliich are withdrairable on demand by cheques; they are calletf 
'demand' deposits in America. Fixed deposits are those deposits that 
can be withdrawn only after giring notice to the Iiank for a week or a 
montii or more. In America, such deposits are called ‘time' deposits 
The usual practice is not to give any interest on current accounts, wliile 
tlie fixed deposits earn some interest. In India, interest is generally 
allowed on current accounts also, but the customers are required to 
maintain a minimum balance with the bank. The last item is of the 
nature of what is called ‘contingent liabilities', f.r,.’ they have to be 
met only in certain conditions. The bank may have 'accepted' a bill 
on belialf of its customer; it then becomes liable for pav'ment of the 
sum mentioned in the bill, in case the customer fails to pay. Hence 
this item is balanced on the assets' side by customers' liabilities for 
acceptances. 

The side of assets represents more faithfully' the varied nature of 
a bank's functions. The first item represents the cash reseiwes of the 
bank to meet the demands of the customers, and hence its first line of 
defence. Tliis cash resen-e is generally a certain proportion of the 
total liabilities of the bank to its depositors and every lank knows 
from its experience what proportion it should aim at keeping in resen-e. 
The general rule followed by the British hanks is to keep a resen-e ofie 
10 to 11 per cent, of their deposits. In India, the scheduled hanks 
were keeping about 14 to 16 per cent of their deposits in tliis form 
during the «-ar years. The second item ‘lialances irith and cheques in 
course of collection, etc.’ explains itself. 

"Money at call and short notice" means loans granted for verj- 
short periods. It consists of loans to the bill brokers payable at call 
or seven days’ notice, and loans to the stock exchange. These loans 


LiaWitirs. 
Paid-up Capital 


Rcsen-c Fund .. 


Current Deposit and other Accounts . . 
Acceptances, etc., for account of 
customers 
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are generally backed by adequate collateral, i.e., first class bills for 
' securities. They represent the bank’s ‘second 

Call loans. line of defence'. The essence of these loans 

is that they can be recalled at very short 
notice; such a ‘reservoir of short money’. is essential for every bank;" 
for at any moment, any exceptional demand may be made on its re- 
seiv’es. ^Vheneyer the bank meets with such an exceptional depletion 
of its reserves, it will at once recall some of these loans, or refuse tc 
retrew them. But as a rule, in norma! times, these ate renewed. The « 
British banks usqally invest about 7 per cent, of their deposits in tliis 
way. 

Bills of exchange, generally of tliree montli’s duration, are ver)' 
good short-term investments. The fact that they will mature within 
a short period makes it unlikely that their 
Bills discounted. value would fall verj' much; and where there 

is a good bill market, they can be discounted' 
at very low_ rates. ^ bank will always arrange its bills in such a tvay 
that a considerable portion of diem will mature at a time when large 
withdrawals of cash may be expected. In recent times, the imijort- 
ance of commercial bills is declining on account of the comparative lack 
of such bills. The Treasuiy Bills (i.c., 3 months’ bills issued by the 
Government) are assuming greater importance in the money markets- 
It should be noted that the amount invested by banks in bills tends tO' 
vary inversely wnth their cash position. When investment in bills de- 
clines, banks tr)’ to keep larger cash reserves, and vice versa. On 
the whole, it has been found that banks generally aim at keeping about 
30 per cent, of their assets in the form of cash reseives, call loans and 
bills. 

"InvesUnents" are mostly in govemment securities and municipal 
bonds, or in industrial shares, etc. They yield a fixed income and' 
bring a stead}'' profit to the bank; They act also as a counterpoise tO' 
its customer’s demand for money. Wien the demand for loans in- 
creases, the bank sells its securities and in- 
Invcstments. creases its advances to customers; and the 

.converse happens when the demand for loans 
decreases. But they are considered by orthodox theory to be less 
liquid than the bills. For though in norma! times, sucli securities are 
easily saleable, yet in moments of crisis, the buyers may be few and’ 
their prices may fall so low tliat selling would be unprofitable. The}; 
may thus become ‘frozen’. 

“Advances to Customers’’ represent the bank’s loans to its cus- 
tomers against good security or even without security. They are 
usually granted for short periods, not exceeding six months for varied 
purposes, viz., to help the temporaiy needs of any legitimate business, 
or as a temporary loan to companies for the purposes of obtaining fixed 
capital before new issues are floated and subscribed in the market, etc. 
These are the most profitable of bank assets as the banks charge inter- 
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est at the rate of one per cent, above the Bank Rate with a minimum 
•of five per cent. 

The next item represents the liabilities of its customers on account 
■of the bills, accepted on their behalf by the bank, etc. It is also repre- 
sented on the side of liabilities by a similar amount. 

The next item, ‘bank premises’ explains itself. 

Principles of Commercial Banking : — ^The fundamental 
principles of banking are the same as those stated by Gilbert in his 
“History and Principles of Banking." First, it is not the function of 
a bank to supply its customers with capital to cany on their trade. 
Second, the bank should not advance rribney in the form of permanent 
•loans, on dead securities, like collieries, mills, etc. Third, it is a bad 
policy for a bank to make a very large permanent ad'vance to any one 
customer. Most of the deposits of a bank are •withdrawable either on 
■demand, or at short notice. So its loans must also be for short periods. 
Its investments must therefore be ‘liquid.’ It should therefore aim at 
meeting temporary rather than permanent needs of its customers, at 
financing the purchase of raw materials and the sale of manufactured 
goods rather than the purchase of machinerifes, plants, etc. In other 
words, it should aim at supplying circulating rather fiian fixed capital. 
"The prudent banker, when asked to grant a loan, will always enquire 
in the first place for what period the ad-vance is required, and what is 
the prospect of its re-payment by the expiration of the period. If he 
is not satisfied as to this, he must not let himself be tempted either by 
Jhe value of the security or the rate of interest offered ; his chief thought 
must be for the liquidi^ of his advances.” Moreover, the banks should 
■not involve themselves too deeply in any one industry, or in the fate 
of any one individual. If somehow that industry or the man falls 
on evil days, the bank’s assets may become ‘frozen’ and nnrealisable. 
Therefore the loans and investments of banks should be fairly distribut- 
ed among different industries and also among industries in different 
■places. In other words, they should not put all their eggs in one 
basket. A good banker is therefore he who knows the distinction 
between a bill and a mortgage. A bill of exchange, generally dra'wn 
for fiiree months or less against goods, is self-liquidating in lie sense 
that at the end of the period, the drawer of the bill, by selling the goods, 
would automatically be put in funds for- repayment of the loan. 
Whereas a mor^ge is not self-liquidating in that sense. There is no 
faiowing whetlier the owner of the land or the building -will have ade- 
quate funds for the repayment of. the loans. 

Reserves: “Successful banking,” it has been said, “depends 
largely on, the management of the reserve." The reserve consists of 
■the cash and the deposit with the central bank which the banks keep 
to meet the demand for withdra^wals. The reserve must be sufficimt 
■wi^ut being excessi-v^e. If it is insufficient, the bank is courting in- 
solvency ; if it is excessive, that means idle money and loss to the bank- 


I 
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The bank manager therefore must strike a nice balance between liquid- 
ity and cupidity and in this lies the ability of management. 

There is no rigid fixity about the actual amount of the reserve that 
is requirrf. It will be governed by the class of business conducted 
by the clients. If the depositors are active businessmen, — ^mostly in- 
dustrialists, they would withdraw more cash on or before the pay day. 
If they are agriculturists the rvithdrawals will be smaller and fewer, 
and the reserves need also be smaller. It willl also depend on the 
season of the year. If the crop-moving season is near, there will be a 
drain of cash to the interior in pa3rment of the crops; the reserves 
would have to be kept larger. Moreover, there is always the chance 
that some irregular or unpredictable demands will be made on account 
■of (say) international complications. It is no wonder that the pro- 
blem of keeping the exact amount of the reserve will tax the ability 
■of a manager. 


, But in the last resort, the problem of reserves resolves itself into 
the problem of the liquidity of the assets. Its loans must be, as far as 
possible, immediately realisable. In normal times “call loans” can be 
immediately turned into cash, and hence are counted 'the second line of 
defence.’ Bills and government securities are generally considered as 
good as cash ; for, except in abnormal times, bills can be discounted at 
reasonable rates and ^vemment securities sold in the market. In 
abnormal times, when the market is completely disorganised, they are 
■of course unsaleable. But tlien good bills could be rediscounted at the 
central bank and loans could be obtained from the latter on the securi- 
ties. The right position for a bank manager is that he should arrange 
his bill portfolio in such a -way that a few bills are constantly maturing 
and that a good many should mature before the day on which large 
withdrawals are likely to be made. 


Do banks create credit ?* Deposits of a modern bank, it 
has already been stated, are created in two ways. In the first place, 
the members of the public bring cash to the bank, and are credited with 
a deposit account in its books. Deposits in the Postal Savings Banks 
are created in this way. In the second place, the bank agrees to dis- 
count the papers of a customer, or to advance loans to him. Instead 
■of at once paying away the whole loan, the bank will open a deposit 
account in the name of the customer, who rvill then be allowed to 'with- 
draw it as required. Every loan the bank therefqre creates a 
■depoat. 


H 

Ilf 


Hence it has been argued by Hartley Withers that “loans make 
deposit”;. that the initiative in the creation of credit lies -witli the banks. 
Of course the borrowers who now possess a deposit account may with- 


♦For an able discussion of this topic, see Ha^ek— Monetary Theory and the 
Trade Cycle. Pp. 150-167. 
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draw their deposit in cash to meet their liabilities to otliers. But 
.these 'others’ may also be the customers of 
Loans make deposits. tiiis bank and they still deposit the sum with 
it, or they may be customers of other banks, 
and uill deposit their money with them. In any case, so long as a 
loan is due, a deposit to that amount will be outstanding in the Ixtoks 
of some bank or banks. 

To this theory about banks’ creating credit, vigorous objections 
have been made by tlie late Dr. Walter Leaf’*' and Caiman. In their 
opinion, the initiative in the creation of credit does not lie with the 
bankers, but with the depositors. Wiat happens is that the depositors 
do not withdraw the greater proportion, of their deposits, and so the 
bank is able to advance loans. The mistake of these theorists lay in 
looking the wrong way. It is not loans which make deposits. Rather 
it is the unwithdrawm deposits that are lent. Hence there is no 
essential distinction between a bank and a cloak-room. Suppose there 
are a hundred guests in an evening par^-, each arriving widi a cloak, 
ivhich }k deposits mtli a cloak-room atteitdant. It is known tJiat tlie 
party will not break up before (say) 10 p.»i. In case some guests 
depart earlier, the attendant keeps ten cloaks in stock and lends out 
the rest to be returned by 9-30 p.m. Has the attendant, in hiring 
the cloaks, created 90 cloaks ? That is clearly absurd and so also is 
the myth about banks creating credit. Leaf has further shown, by 
analvsing the balance-sheets of the "big five,” that during the first 
moiitiis of 1926, though the ad\-auces of the banks had increased greatly 
their deposits actually decreased. How to ^explain this situation if w-e 
adhere to the saying, ‘loans make deposits’ ? 

The implications of this controversy arc important from the point 
of view of price-stabilisation. If the lianking system exercises no con- 
trol over the volume of credit; if depositors ‘create’ credit, then it may 
be difficult for the banking system to control the volume of credit and 
hence prices. A clear analy.sis is therefore ncccssaiy. 

Let us, first of ail. assume an isolated community whicli conducts 
no foreign trade. Let us further suppose that there is only one bank 
in the countiy, and that every body keeps an account wnth that bank: 
further, no cash circulates aiid all transactions are settled by chines. 
Under these hypotheses, the volume of deposits of the liank will be 
determined by its volume of loans. It will clearly create credit. Aow 
we must repjove the assumptions one by one, to bring the statemente 
in touch with realities. First, some cash is always used, and the bank 
is under an obligation to convert its cheques into cash. The hank must 
therefore keep a certain amount of cash resen-cs to meet the demands 
of its customers. Sccondh, there is not one bank, but many banks. 


♦Leaf. Smkiiig. Pp. 101-104. Also P. 126. ^ _ •„ . 

Canaan. “The difference between a Bank and Cloak Room m An 

Bcpitomist's Protest. 
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The cheques on one bank may be presented through other banks for 
collection On the other hand, the bank will also possess cheques on- 
other banks. Every b^ will therefore always have some cheques in 
its favour ot a^inst it. and it is unlikely that tlie two will exactly 
D^ance. The bank must therefore keep certain reserves to honour 
the cheques presmted by other banks. Noiv the total amount of re- 
serves generally bears a ratio to the total deposits, and a bank knows 
5!^^, approximate reserves that it must keep against its 

liabilities. When its actual reserves are greater than this amount,, it 
will extend more loans ; when the reserves are lower, it will contract 
Ipans. The loan-policy of the banking system depends on the aggre- 
gate reserves. 


There are tlius two limitations on the power of banks to create 
credit. Any particular bank cannot lend more than is warranted by 
the amount of its resources. If it does that its reserves will dwindle 
Limits to the power of ^o the fact that it will have to pay 

a bank in creating credit. ^tvay more cheques than it receives from 

other banks. Secondly, the creation of cre- 
dit ttill be accelerated or retarded in accordance with the total reserves 
of banks as a whole. 

The aggregate reserves of the banks will depend on the policy of 
the central bank. If the central bank purchases securities from the 
market, the reserves of the banks are increased.^ When it sells secu- 
rities, the r^rves are diminished. Thus the policy of the central 
bank determines the total cash reserves of the banking system, and 
the total reserves of the latter will determine their rates of lending. 
Cannan’s difficulty lay in the fact that he focussed his attention on de- 
posits. The banks do not lend their deposits, they lend their credit. 
And in this process of lending the initiative lies with them. 

^ There is however one important limitation. Lending connotes 
two parties — the lender and the borrower. There may arise conditions 
of filing prices and loss of confidence in which it may be difficult to 
find good borrowers. The bank may therefore find it impossible to 
prevent its volume of loans from falling. The power "of creating 
credit is therefore incomplete. 

Clearing Houses : “A clearing house is a general organisa- 
tion of the banks of a given place, having for its main purpose the off- 
setting of cross-obligations in the form of the cheques." AVhen there 
are many banks in a country, each bank will receive a number 'of 
cheques dratvn on the other tanks, deposited with it fo{ collection. 
The clearing house is an organisation where these cheques are brought, 
and the mutual claims of each bank on the others are offset, and a 
settlement is made by the payment of the difference. Suppose then- 
are two banks, A and B. In course of the day, A will have some 


* See next section of this diapter. 

fSee next chapter for *Open Market Policy*. 
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cheques sent to it for collection, drawn on B. Similarly, B ivill also 
have some cheques drawn on A. At the end of the day, or often, the 
representatives of A and B meet at tiie clearing house, and offset the 
claims as far as possible. Suppose A has due to it Rs. 10,000 from 
B and B has A’s Rs. 12,000 due to it. A will then pay the balance, 
i.e., Rs. 2,000 to B, and the account is 'settled. In practice, all the 
banks keep an account rvith a large bank, generally the central bank, 
and A pays B by giving a cheque for the amount drawn on the central 
bank. Thus a ^eat economy in the use of cash is secured, and alt 
clearing transactions are settled by transferring balances kept at the 
central hank from the account of one bank to that of another. In this 
way, huge amounts are settled in one day. 



CHAPTER 37 
CENTRAL BANKING 

Since the first world war, the most important development in the 
field of monetary theory is the emergence of central banks with added 
Necessity of central prestige and power. The establishment or 
banks. re-organisation of central banks became 

one of the essential features of every scheme 
of financial reconstruction undertaken between the inter-war years. 
There is now hardly a civilised country which does not possess a central' 
bank. 

Constitution of Central Banks : The constitution of 
central banks varies so much in important matters that it is difficult 
to speak of a single type as a standard. There are central banks whidt 
are owned and managed by tlie state. On the other hand, there are 
banks which are orvned by private shareholders as in India, or by 
commercial banks as in the U.S.A. Most of the central banks started, 
since the first war have been shareholder’s banks, as it rvas then the 

The state and Central independence of tiie- 

Banks. central bank from Government control. But 

in recent times, the strain of the trade depres- 
sion, the' necessity of rearmament expenditure, and the spread of 
soddistic ideas, — all have combined to increase the influence of the Gov- 
ernment over the management of Central Banks. 'There is no Central 
Bank which is entirely free from the control of the Government. This 
will be evident if we study the composition of the Board of Directors 
and of the Governors of the more important Banks. The Governor of 
the Board of Directors and his Deputy, in whose hands effective power 
is concentrated, are often appointed by the Government. Or, their ap- 
pointment is made subject to the approval of the Government. In the 
U. S. A., all the seven members of the Board of Governors are ap- 
pointed by the President. In France, the Governor and his Deputies 
are in effect appointed by the Government. In England, the Governor, 
the- Deputy Governor and all Directors are appointed by the"Govem- 
ment. 

The appointment to the Board of Directors is also made in various 
ways. In America and England, all the Directors of the supreme 
Board are appointed by the Government. The member banks of the 
U.S.A. have only the right to elect some Directors of the twelve 
Reserve Banks. In some cases, as in India, the majority of the 
Directors are appointed by the shareholders. Sometimes rules have 
been laid down that all or some of the Directors should be chosen 
from the representatives of commercial or agricultural or other interests. 
In addition, it is the usual practice to lay down that the Secretary to 
the Treasury or a high Government pfficial of the Finance Department 
shall be an eje officio Director keeping watch over the affairs of the- 
Bank in the interest of the Government. 



288 


INTRODUCTION TO ECONOMIC THEORY 


The Government also retains control over other matters. For 
•example, the distribution of profits is regulated by the Government, 
.the state often taking away a share of the profits of the Bank, after 
payings fixed or a reasonable dividend to the shareholders. 
:.^y^nnctions of Central Banks: The main function of a central 
bank is to act as the governor of the machineiy of credit with a view 
to secure the stability of prices. It regulates the volume of credit and 
currenc}', pumping in more money when the market is dry of cash, 
and pumping out when there is excess of credit. Its aim is to secure 
not only the stabilit)' of prices, but also the stability of exchanges, so 
far as these two aims are compatible with each other. 'It aims at con- 
trolling both the sliort-period or cyclical fluctuations and the long- 
period movements of the price-level. 


In order to perform this function with efficiency, the central bank 
must be equipped with other functions. These arc best stated in the 
words of the Governor of the Bank of England. “It should have the 
sole right of note issue. If should be the channel and the sole channel, 
for the output and intake of legal tender currency. It should be tlie 
holder of all Government balances^ the holder of all the reserves of 
the otlier banks and brandies of banks in tlie country. It should be 
the agent, so to speak, through which the financial operations at home 
' . and abroad of the Government would be per- 

(o). To secure stability It ^.^uid further be the dut)- of a 

,ot price. central bank to effect, so far as it could, sm't- 

.able contraction and suitable expansion, in addition to aiming generally 
.at stability and to maintain that stability within as well as without. 
When necessary it would be the ultimate source from which emergency 
•credit might be obtained in the form of rediscounting of approved bills, 
•or advances on approved short securities or Government paper. 

In the first place, therefore, the central bank should jiossess ^e 
monopoly of note issue in order to secure control over currency. e 
have seen that the aggregate loans of the hanks bear some fi.\'ed rela- 
tion to their cash resen*es. Cash reserves 
(b) ^lanagemcnt of eutirclv of notes and subsidiary coins, 

note issue. latter are a minor element. 

Hence to secure control over the volume of credit, it must possess the 
ri^Uif note issue. In addition, the subsidiary coins are issued tlirough 
the agenev of the central bank. ^ ^ 

Secondh, the central bank generally acts as the banker's Irank 
All other banks of the country keep, either by law or by curtom, a 
certain amount of their balances with the ceii- 
hunk. , tral hank. In the U. S. A., the member 
(c) To act as a bankers required by law to keep a certain 

percentage.-varying from 13 to 3 per cent.-pf their total liabilities 
~ ^Evidence befom fte Royl Commissiw on Indian Cnrmio’ and Finance, ipad. 
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on deposit with the Reserve Banks. In England, the joint-stock banks 
keep their balances with the Bank of England as a matter of custom 
and convenience. Under the Reserve Bank Act of 1934, the scheduled 
banks in India are r^uired to keep a proportion (from 5 to 2 per 
cent.) of their deposit liabilities with the Reserve Bank. It is the 
ultimate holder of the reserves of the banking system, and any bank 
can draw upon this pool to tide over temporary needs and difficulties 
by rediscounting first class bills. 

Thirdly, tlie central bank is also the banker of the Government. 
Through taxation and expenditure, the Government receives and dis- 
burses an enormous sum of money, which, if 
(<f) GoTOmmcat banker, unco-ordinated, might cause unnecessary dis- 
turbance to the money market. Hence the 
financial operations of the Government should be carried through the 
central banks, which regulate the receipt and the payments in such a 
way as not to disturb the money market. It therefore manages the 
Government accounts and the public debts; and has the custody of 
the funds of the Government free of interest. 

Fourlhly, when the country is on the gold standard, the manage- 
ment of tliat standard with a view to securing the stability of ex- 
chages is left to the central bank. For this purpose, the central bank 
is generally placed under a statutoiy obligation to buy and sell gpld 
, . , , at fixed prices. In some countries, it is also 

thigold S^d ” mppwered to sell gold or at ite option, 
foreign exchange on a gold standard country. 
Another important function of the central bank in this connection is 
to assimilate the gold movements. When gold is imported, it either 
initiates an expansion of credit, or sterilises the gold imports by selling 
securities in the market. And vice versa when gold is exported. 

Fiflkly, the central bank is the ultimate lender of last resort. By 
rediscounting first class bills, or by taking advances on approved short- 
term securities from the central bank, the other banks 'can inerrase 
their cash resources at the shortest possible notice. This makes_ their 
position more liquid. lATienever a crisis or a panic develops into a 
run on the banks, this facility of turning their good assets into cash at 
a moment’s notice is of great advantage to them. It is therefore the 
ultimate source from which emergency credit is obtained by theimarket 
to meet the temporaiy needs for additional credit or the demands for 
cash on the part of a panic-stricken people. . 

Lastly, the central bank also performs certain other minor func- 
tions. For example, it acts as the clearing house for the settlement 
of drafts and cheques of the commercial banks. 

Methods of Credit Control: The central bank controls toe 
volume of credit in three ways,— by raising or lowenng the Bank Rrte. 
bv enewing in open market operations, and by varying the reserve 
ratios rf the member banks. We shall describe the modus oferandi 
of each policy one by one. 
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Influence of Bank Rate :* Bank Rate is the minimum rate at 
'ivhich the central bank will discount first class bills of exchange, or will 
advance loans on approved securities. In some countries, it is known 
as the discount rate. 


Suppose for any reason, a countr3'’s balance of trade has become 
adverse. Such an adverse balance would cause an export of gold from 
that countrj’. Since the rcsen-es of tlie central bank arc thus depleted,^ 
it will put up the Bank rate. What will be the consequences of a" 
higher bank rate? 

Effect on the foreign exchanges. The immediate effect wilt be 
on the foreign exchanges. Since the Bank rate is high, it means that 
the people, especially foreigners, can obtain a higher rate of interest 
in that country than elsewhere. So they will not withdraw any monej' 
that they arc entitled to withdraw from that country, or the proceeds 
of any bill they have discounted. Foreigners who have money, to 
itivcst for short-periods will -send it to that country. On tlie whole, 
there will be a movement of funds into, or a stoppage of funds going 
out of that country. The demand of the foreigners for tlie currency 
of that country inll increase, and hence its value rises in terms of 
foreign currencies. That is, the exchange rates will become favour- 
able, and gold may even be imported into the country. Further, as 
a result of the higher Bank Rate, there will be less borrowing, and 
the purcliasing power within the country will decrease. Soihe portion 
of this decreased purdiasing power tliat would have been spent on the 
purchase of imported goods would no longer be so spent, _ .and so the 
volume of imports will decline. The balance of trade will therefore 
tend to become favourable. 

Effect on Prices and Costs. Bcciusc of the higher cost of bor- 
rowing, businessmen who arc on the margin of doubt whether it is 
profitable to invest money in business at thc old rate of interest 'rill 
be deterred from borro'ving when the rate is higher. Iilorcovcr. people 
who borrow money repajable over a long period for constnictmg 
factories, docks, buildings, etc., will curtail their activitie.s because of 
the high rate of interest. The production of investment goods "-ill 
therefore be slowed down, and uncmplo'-ment will ensue in tlw 
constructional industries. As the spending power of the unemployed 
is decreased, the prices 'rill tend to fall. Meamvlnle. traders and 
dealers, who are in the habit of keeping stocks of goods with borrowed 
mone'-. w-ill trv to reduce their stocks now- that the wst borrowing 
is higher and there is an c-xpectation of falling pnees Tliev will alM 
curtail their orders for goods to the producers. The latter, faced "ith 
reduced orders, 'rill not at first .shut doivn tiicir fectoncs; for onre 
closed do'vn, it might be difficult to start again when business would 
revive. They 'vill first of all quote lo'ver prices to the dealers. The 
'vholesale price-level "-ill therefore fall. But the costs of the producers. 


• See appendix to this chapter. 
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including wages have not fellen and they will be undergoing losses. 
As they can not go on in tliis way for a long time, they will be forced 
to curtail their productive activities, and a state of general unemploy- 
ment will ensue. Finally, as a result of the pressure of the growing 
unemployment, the rates of earnings will fall. The costs will, therefore, 
fall until it becomes profitable again to sell at the lovver prices. Thus 
the effect of a higher Bank Rate is first to attract the volume of 
short-term funds into tlie country, to mice the rates of exchange and 
the balance of trade favourable; if it continues for a longer time, the 
production of investment goods rvill decrease, the wholesale prices will 
fall, unemployment will ensue and finally the costs and the money incomes 
will be lowered. The opposite happens when the bank rate is lowered. 

Open Market Operations: The term 'open market policy’ is 
used to signify those transactions in wliich the central bank_ sells or 
, j. , it purchases securities on its own initiative to 

controI the volume of credit in the country. 
«rpen market pebey. joint-stpck 

hanks are ample and they are pursuing a policy of easy money whiA 
the central bank deems unwise, it rvill sell government securities in the 
■market. The buyers of these seairities pay the central bank by giving 
cheques on other banks. These cheques, when cashed, will diminish 
the reserves of these banks, and they will then be forced to curtail 
their lending. Their money rates of tending will move up and the 
volume of credit in the country rvill be decreased. Similarly, when the 
■central bank finds that the money rates are unusually high and there 
is a dearth of funds in the market, it will purchase securities, and my 
tire sellers by giving away its notes. These rvill be deposited by the 
sellers with their banlcs. The reserves of the latter rvjll Uiereforc 
increase, and they will lower their rates of lending. In this rvay, by 
setting or purchasing securities in the market, the central hank can 
■change the reserves of other banks, and their money rates of lendmg 
and §ie volume of credit. , 

The influence of the open market operations on the money market 
is not the same in all countries. In England, the open market operations 
have been most successfully earned out. it 
Open market policy in ^ convention of the English money market 
that the other joint-stock banks should not 
■borrow directly from the Bank of England either by rediscounting the 
■bills, or by taking advances against securities. So when the Bank sells 
securities in the market, the reserves of the banks are diminished, and 
they do not replenish their cash reserves by borrowing from «« 

■of England. They cease to give loans, or mil in their loans to the 
bill-brokers, their second line of defence. In tlie federal ' 

It is the usual practice for the member banks to borrow from the 
lesUe BaX by re-discounting their bills. So when the ^dera 
Reserve Board sebs securities in the market and carries off a ^rt 
th? reserves of the member banks, the latter may take some bills to 
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ihe Eeserve Banks and by re-discounting tliein replcnisli tiicir rescrves- 
There would then be no contraction of credit and the open market; 


policy might become ineffective. In recent times, however, a conven- 
tion has been established against large and continuous borrowing from 
_ , . ■ the Reserve Bank. Moreover, a limit has. 

thPxj^.A.*'^ ' ”P which each member bank will. 

be allowed to borrow from the Reserve Bank. 


When the Federal Reserve Board sells securities in the market, the 
member banks will not at once re-discount them if they have already 
borrowed up to the limit assigned to them. They will call in loans,, 
and restrict their purchases of bills, and as a result the money rates- 
go up. Similarly, when securities arc purchased, and the sale-proceeds, 
are deposited ivith the member banks, and by them to the Reserve: 
Banks to pay off" their debts, this process will reduce their indebtedness- 
to the Reserve Banks and lead them to adopt a somewhat more liberal 
credit polic)'. Money rates then become lower. The efiicacy of the: 
open market policy has thus increased in recent times under the Fcderaf 
Reserve system, though it is not as perfect as in England. On the 
continent, this policy has not been much used. The Bank of France 
has been recently allowed to engage in open market operations, while 
the Rcichsbank’s power to deal in government securities was enlarged 


just before the last Atar. 

Thus the open market operations arc an effective instrument Jir 
the hands of a central bank for exercising a stabilising influence in 
the money market. When .there is a great demand for funds, for 
example, before the Christmas and the market rates of lending are 
high, the central bank can come to the rescue of the money market 
and pour funds into it by purchasing securities. Moreover, by pur- 
cliasing or selling securities, the ccnlrm bank can "sterilise ' or 'offset 
the mOA’ements of gold. When gold is imported into the country, the 
reserves of the banks are increased thereby, and they may cmrark ore 
a policy of credit expansion. The central hank, if it does n(rt like an* 
expansion of credit, will sell securities in the market and thus wipe 
off the suiphis reserves of the banks and prevent them from expanding 
their loans. This is called ‘sterilising’ gold imports. Corn’crsely, when 
gold has been exported and as a result, the reserves of the banks are 
lower, they may pursue a policy of credit restriction. The centrrf 
bank, if it desires to prevent contraction, aviU purcliasc sMunties i ^ 
the market, the reserves of the member banks 

will cease to contract their loans. This is called offsetting of 8®'^- 
Laslly, in emergencies and in crisis, when the demand for f^ds on 
the i4rt of the panic-stricken people vastly increases, and there is a 
run on the banks, the central bank can come to their rescue not onli 
by re-discounting their bills, but by liberally purchasing secunties and 
supplying the market with additional funds. 

main wiTys in Avhich the Federal Reserve System tned to meet the 
banking crisis of 1931-32. 
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Relation between Bank Rate and Open Market policy: It is 
•obvious that the use of the Bank Rate and of the open market 
_ , _ . operations cannot be separated from each other. 

desirable. For example, a high bank rate may 
■not always result in a contraction of credit. The other joint-stock 
banks may be in possession of surplus funds which they would go on 
lending at low rates, even if the bank rate is put up. The bank rate 
thus becomes ineffective. Under such circumstances, the central bank 
-will sell some securities in the market and absorb the surplus funds of 
•the banks. The latter will then be forced to follow the lead of tlie 
-central bank and curtail their loans. Similarly, the open market policy, 
■if it is not followed up by appropriate changes in the Bank rate, may' 
■not ahrays be effective. Suppose in orf^r to control credit, the central 
bank sells securities, but has not raised its rate of discount. The 
member banks may then replenish their reserves by rediscounting 
these securities with the central bank, since the discount rate is low. 
The policy of credit restriction ■will be unsuccessful. But if Ihe dis- 
count rate is also simultaneously put up, the other banks will find it 
■unprofitable to rediscount securities. Tltey would rail in their loans. 
Hence each of the two weapons may not always be successful it it 


IS not backed up by the other. 

Open market operations are now-a-days used to prepare the 
market for changes in the Bank rate as well as to make the Bank rate 
more effective. Before the Bank rate is raised finally, securities are 
sold in the market to prepare tlie ground beforehand so that the market 
may be forced to follow the lead of the central bank. Similarjy, when 
"the Bank rate becomes ineffective, the open market operations^ are 
resorted to, to make it effective. Now-a-days it is being increasingly’ 
felt that to correct any temporary maladjustment in the money market, 
the use of the Bank rate poliq’ is unwise. The influence of changes 
in the Bank rate is far-reaching, and it shpuld therefore be used only 
to cure any permanent disequilibrium in the economic life of the 
•country. Consequently, the policy of purchase or sale of securities is 
finding increasing favour with the central banking authorities as a 
method of control. 


Variation of Bank Reserve Ratios; Writing in the Treatise 
on Money, Lord Keynes suggested arming the central banks with another 
•weapon of control, via., changing the reserve-ratios of the member 
banks. The' central banks might not find it always possible to engage 
in open market operations. There may be a shortage of securities 
which file central tranks might buy or sell. Moreover, it will not always 
•be profitable for central banks to purchase securities at higher prices, 
■and to sell securities at lower prices. So it may sometimes be con- 
■a-enient if the central bank is empowered to ask the member banks to 
Ikeep a higher or lower percentage of reserves against their deposits. 
In India, for example, the scheduled banks are required by law to 
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keep 5 per cent of their deposits with the Reserve Bank. If the Reserve 
Bank finds at any time that the member banks arc in possession of 
surplus funds on the basis of which they are going to expand their 
loans , — a course which the Reserve Bank considers undesirable, it 
should be authorised to call upon the member banks to keep (say) 

7 per cent reserves against their deposits. A large part of tlicir 
surplus funds will then be immobilised and they may be unable to 
create more deposits. Under the Banking Act of I93S, the Board of 
Governors of the Federal Reserve System of tlie U. S. A. has been 
authorised to increase the reserve ratios of the member banks upto 
certain limits. On hvo occasions, one in August, 1936 and in March, , 
1937, the Board increased the reserve ratios of the member banks in 
order to control large-scale expansions of credit. In 1936, the Reserve 
Bank of New Zealand was also authorised to alter the rescn'c ratios 
of trading banks. Such provisions are also to be found in the case 
of the Bank of Mexico', Belgium etc. 


Rationing of Credit: By means of the above three policies, 
the central bank can control the total volume of credit outstanding in 
the market. But it cannot control the uses to which credit may be 
put. By rationing credit it may discourage the granting of loans to 
stock exchanges by refusing to rediscount the papers of the Wk which 
has extended liberal loans to the speculators. Under the Securities 
Excliango Act of 1934, the Board of Governors of the Federal Resen'e 
system has been given tlie power to prescribe margin requirements ' 
for the purpose of preventing an excessive use of credit for stock 
exchange speculation. This policy, however, is not very' much used 
Ij)' the central banks. 

In addition, the central banks often exert much indirect influence 
over tlie loan policy of the member banks by what is called "moral 
persuasion”. There is generally much close 
Moral persuasion. co-operation between the central bank and tlie 

member banks, and the fonner may persuade 
the latter to follow its lead. 

Limits of Control: So long we have discussed the methods 
by which the central bank can control the money market. Each of 
these metliods is subject to serious limitations. 
Changes in the bank rate will not aluays act 
in the way desired. The central bank can 
control the bank rate. If changes in the bank rate are, not followed 
I>y similar changes in the other rates prevailing in the market, these 
will not be followed by changes in the volumes of bank loans. There 
is often no proper co-ordination between the different money rates 
prevailing in the money market. According to the convention of tlie 
London money market, it is the usual practice of English banks to 
charge rates which are usually 2 per cent above Bank rate with a 
minimum of 5 per cent. So when the Bank rate is^ raised, the rates 
charged by the banks will also rise. But a lowering, of the Bank 


How far the bank rate 
js effective? 
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rate below 3 per cent, will not lead to any further fall in other rates. 
The central bank can thus force an increase in money rates^ but its 
power to force a fall in such rates is severely limited. This means 
that the central bank may be able to check an inflationary movement, 
but it rvill not be able to control deflation by causing a fall in money 
rates, provided of course that the volume of bank loans is responsive 
to changes in the rates of interest. This, however, does not happen 
on many occasions. A change in the rates of interest affects the cost 
of borrowing to the businessmen. But the cost of borrowing forms, 
on many occasions, only a small part of the total costs of a business- 
man who is more concerned with the prospective rates of profits to 
be earned in his business. If he expects that prices are rising, he 
will not be deterred from borrowing by the fact of a rise in the cost 
of borrowing. A fall in the Bank rate may not induce a busines^M 
to borrow if the prospects of profit are otherwise gloomy. This is 
.specially true during a period of acute depression when the prospects 
of profit give place to the fear of losses. At such times no positive 
rate of interest will lure the businessmen to borrow. 


The policy of open market operations has also serious limitations. 
We have seen that in England, purchase or sale of securities by the 
. . Bank of England will cause an expansion or 

contraction of bank reserves. But things may 
market polay. y S. A., 

where, unlike in England, tiie banks may borrow from the Federal 
Reserve Banks. When a Federal Resen'c Bank sells securities in the 
market to absorb any surplus cash reserves of the banks, the latter 
may easily replenish their reserves by borrowing from the Federal 
Reserve Banks. In case of purchase of securities by the Banks, the 
member banks -will no doubt receive extra cash. But fliey may utilise 
the cash to repay their debts to the Federal Reserve Bank. Under me 
drcumstances their reserves will not increase. Moreover, when the 
Federal Reserve Banks ate trying to increase the cash resource of the 
banks by purchasing securities, the public may withdraw cash from the 
banks in panic, with a view to hoarding. In that case, the reservp 
of the banks may not increase. This happened in the U. S. A. in 
1932 when the Federal Reserve Board’s attempts to increase the <^h 
i-esources of tlie banks tvere neutralised to some extent by large with- 
drawals of currency made by the public in fear of an epidemic of bank 
failures. Even if the central bank succeeds in increasing the cash 
reserves of the banks, that does not mean that their loans will also 
increase. In the first place, the banks may simply pile up more cash 
reserves to strengthen their position in the face of an emergency, in 
that case there wll be no increase in loans. Secondly, evm if the 
banks are wiling to lend, businessmen may be umvilling to take loans. 
The banks may place plenty of water before the public horse, but the 
horse cannot be forced to drink if it is afraid of loss through dnntog 
wter. This may happen when confidence is lackmg in the acute phase 



296 INTRODUCTION TO ECONOMIC THEORY 

of a depression. During such a period, an expansion of bank loans 
and investment will not be easy of achievement. But unfortunatdy 
the burden of depression can not be lifted unless there is such an 
expansion. Thus we arrive at the same conclusion as before. Tlie 
central bank cannot cure a depression. 

The same conclusion is reached if we analyse the implications of 
the policy of variation of reserve ratios. If the banks possess excess 
cash resources, the central bank may, by increasing the reserve ratio, 
neutralise the excess reserves, and force tlie banks from pursuing a 
policy of easy lending. But when the reserves are low, the central 
hank may remedy the situation by lowering the ratios. But this may not 
lead to the taking of loans if tlie businessmen are nervous for pessimistic. 

There is of course, much truth in this contention. But it has 
been argued that periods of acute depression are usually reactions from 
previous periods of excessive booms. As the debauchery, so the 
headache. If the central bank can control booms in tlie early stages, 
it can prevent tlie emergence of a deep depression. "The fact that a 
motor car is not well adapted for geeting itself out of a ditch once it 
has fallen does not prove that it is beyond the powers of good driring 
to keep it in the middle of the road,”* But can the central bank take 
steps in the sufficiently early stages? It may be admitted that if 
corrective measures are taken at the early stage, they maji be successful. 
But that may not always be possible. Adequate statistics showing 
changes in the economic situation take time to be collected, and the 
measures adopted by the central bank also take time to become effective. 
So by the time statistics arc collected, properly interpreted and the 
measures become effective, the disease may become deep-seated. 
Economic diagnosis is not always an easy task. A tendency towards 
a fall in prices may not mean the onset of a depression. It may 
simply indicate an increase in productive efficiency. So if the central 
bank takes steps to check such a fall in prices, it may actually promote 
a boom as happened in the U. S. A. between 1924-29. 

Hence many economists are suggesting the adoption of other 
methods. Much can be gained if there is more co-operation between 
the central bank and other banks. If the 
Other roetliods of . gj^ej, by the formCT, 

some of the problems of credit control rvill 
disappear. Occasions may qrise when it may be necessary to 
some sort of qualitative control over the bank loans. The central banks 
in some countries have been empowered to discnmmate agamst batiks 
which have advanced a- large portion of their 

speculative purpose. Others have gone m for a bolder ' 

suggested that since changes in the volume of imestment are the 
prime cause of clianges in the economic sj'stem, the state should assume 
direct control over the volume of investment. 


Report of the Macthinian Committee, P. 9S. 



APPENDIX TO CHAPTER 37 
A NOTE ON THE EFFECT OF BANK RATE CHANGES 

There are at least two different views regarding the way in 
■which changes in the bank rate influence prices and production. The 
first view, upheld by Mr. Hawtrey, would focus attention on the 
behaviour of the dealers in holding stocks of finished and semi-finished 
goods in rcs])onsc to changes in the short-term rates of interest. The 
second line of thought has been propounded by Lord Keynes. Accord- 
ing to him, it is the cliangcs in the volume of fixed capital or invest- 
ment goods, following a change in tlie long term rates of interest, 
which form the basic element in the whole causation. 

According to Mr. Hawtery, the central fact in the whole situation 
is the willingness of “dealers” to hold stocks of working and liquid 
and capital goods, f.r., semi-finished goods. Now the holding of these 
goods can lx:, and is usually financed by means of short-term loans, 
hfovemenls in the sbort-tcm't rates of interest, by causing appropriate 
changes in the holding of goods arc sufficient to explain any change in 
prices and production. If the short-term rates of interest rise, the 
cost of borrowing and of holding stocks of goods with loans increases. 
Dealers therefore liy to reduce tlieir stocks; and they will send 
less orders to the producers for goods. Producers find that sales 
arc falling off. The latter, in their turn, may cut prices with the 
intention of inducing the dealers to buy more; or they will curtail 
output. How far they will lower prices or curtail output will depend 
on the shape of their cosl-eutves. As the output is curtailed, some of 
the factors of production become unemployed. Money incomes tbere- 
forc contract, cither because the number of persons earning^ money 
incomes declines, or the rates of remuneration go doun. This loads, 
agniiii to a decline in retail sales of goods. Tlie dealers, finding sales 
falling off reduce their orders to producers, and so forth. Faced with 
depleted orders, producers ccasc to enlarge their stocks of fixed capital 
goods. So the market for investment goods becomes depressed. In 
this way. prices and production register a decline. 

According to Lord Kejmes, the economic situation is affected, not 
1hrou"h the changes in the short-term rates of interest and m the 
stock? of working capital goods, but through th^c long term rates of 
interest and the volume of fixed capital goods. The demand tor work- 
ing capital is not so sensitive to changes in the short-term_ rates ; it is 
lhc result of the general situation, which is itself dclehiiined by the 
demand of the entrepreneurs for fixed capital goods. So he hxes 
attention upon the long-term rales. Now when the bank rate changes, 
the long-term rates of interest will aim change m the same direction 
for the following reasons. If the short-term rates nsc, while long- 
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term rates remain stable, short-term securities become relatively more: 
attractive to investors and bankers. Such persons will transfer ieir 
funds to the short-term market by selling long-term securities. This- 
will cause the prices of the latter to fall. That means a rise in flie: 
long-term rates. Moreover, fearing a further rise in the interest rates,, 
the investors may begin to sell long-term securities whose capital value 
is likely to fall very much and to buy sliort-term assets whose capital 
value can not fall so mucli as they will be repaid at par ivitliin a short- 
time. The result will be a rise in the long-term rates of interest. 

Changes in the long-term rates will affect the investment market. 
The volume of investment in fixed capital goods depends on the pros- 
pective profits to be earned from such goods and tlie long term rates 
of interest. The rate of profits remaining the same, the higher the 
long-term rate of interest, the less attractive becomes any form of new 
investment or replacement of existing capital. As a result, entrepre- 
neurs will spend less on fixed capital goods. Employment in the 
capital goods trades declines, and total money incomes shrink. Expen- 
diture on current consumption will decrease. EmploiTiient in the con- 
sumption goods trades will then decline. Prices and production will 
fall all-round. The opposite process will follow a fall in the interest 
rates. 

It should be noted that it is not possible for us to verify any of 
these views by a reference to facts. The efficacy of botli these lines 
of thought depends on the behaviour or the response of entrepreneurs 
in different economic situations, about which we have very little know- 
ledge. Moreover, the states of trade and prices are not so responsive 
to changes in interest rates, as is assumed in both the theories. Interest 
is only one of the factors which govern the volume of new investment, 
either in working or fixed capital goods. Lastly, it should be remem- 
bered that the two explanations are not mutually exclusive. A change 
in the bank rate may lead to a change in the holding of stocks as well 
as in the volume of fixed capital goods. The difference in both the 
views is mainly one of emphasis. 



CHAPTER 38 
SOME CENTRAL BANKS 


Bank of England: 

Established in 1694, the constitution of the Bank of England ^vas, 
govenicd by the Bank Charter Act of 1844. Before 1946, its position 
■\ras unique among central banks, as it Avas a purely shareholders* bank, 
managed by a Court of Directors entirely chosen by the shareholders. 
When the Labour govcniment come to power in 1945, the first 
important measure that it undertook was to pass an Act to "nationalise"' 
the Bank of England. Under that Act, the Bank will be nationalised,, 
and the shareholders^ will be paid Go\^crnment Stock bearing interest 
at 3 per cent redeemable at par on or after Sth April, 1966. As the- 
Battle was paying dividend at the rate of 12 per cent,, the shareliolders 
will be paid stocks of the value of £400 for every share of £100 held’ 
by them. The Governor and the Directors tvill be appointed by the- 
.government for five-year terms and four-year terms respectively. The- 
Bank is divided into two departments — ^the Issue Department and the- 
Banking Department. The function of tlie Issue Department is to issue 
notes according to the fixed fiduciary system. Originally, notes to the 
value of £ 14 m. could be issued by tiie Bank without any gold backing, 
and any notes issued in excess of this amount were to be covered by 
gold to the extent of 100 per cent. Further it wa.s provided that if’ 
any bank which possessed the right of note issue at that time ceased 
or was debarred from issuing notes, the Bank of England might increase 
its fiduciar)' portion by tivo-thirds of the amounts thus withdrawn. By 
virtue of this provision, tlic fiduciary issue was raised to £19,750,000' 
in 1923. By the Currency Act of 1928, the fiduciary issue was raised' 
to £260,000,000. It was further provided that the fiduciary portion 
canjre raised with the permission of the Treasury' and it was raised to- 
.£275,000,000 in 1931. At the present moment, the fiduciary issue 
has been fixed at £1,000,000 under tlte Act of 1939, Formerly, the- 
Bank was prohibited from issuing notes below £5, but under tlie Act 
of 1928, the issue of £1 and 10s. notes was allowed. The profits on; 
the issue of notes, after deducting the expenses, are to be paid to the 
Treasury. 

The Banking Department conducts all the banking activities, holds 
the balances of the govemmetft, other banks and the public, keeps the 
nltiniate reserve of the country, fixes the Bank Rate and is required 
to publish a -iveckly return. The business of the Bank is conducted' 
by "The Court of Directors” composed of the Governor, Deputy 
Governor and 26 other members appointed by the government, subject 
to directions given by the government. The Governor and the Deputy 
Governor hold office for five years and are re-eligible for appointment. 
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The last Governor, Sir Mantague Norman held office for tlie last 17 years. 
It is an unwritten rule that no member of any bank, except the private 
•or merchant banking houses is elipblc for directorship. The Court 
•meets every Thursday, fixes the Bank Kate, i.c., the minimum rate at 
which the Bank will discount first class bills, and the weekly return. 
The Bank has eight provincial branches. 

Bank Ketum; The wcekl)- bank return, published on every 
Thursday, is an important guide to the state of the money market. 
It is said to he the “barometer” of the London money market. 


Aug. II, WS- 
ISSUE DEPARTMENT 


INotes issued 
In circulation . . 

iln Blanking Department 


.'Proprietor's capital 
Kest 

Public deposits 
■Other deposits 
3ankcrs & 

Other 

Accounts 


1979,707,446 

20,534,272 

Government Debt 

Other government 
securities 

Other securities 

Silver coin 

£11,015,100 

988,307,563 

622,490 

114,847 


Amount of fiduciary 
issue 

Gold coin & bullion . 

1,000,000,000 

241713 

11,000,241,718 


£1,000,241,718 

BANKING DEPARTMENT 

114,553,000 Gm^cmmcnt securities 

2,384,810 Other securities 

4.524,576 Discount and 

I40,25WU advances ilkM? 

Securities lS^3l,/95 

£180,049,388 

. 35,C65,662 

195,924,973 

Notes ^ ^ 

Gold and silver coin 

16.442,745 
. 20.594272 

1,360,954 

£218,387,159 


£218,387,159 


The main function of the Issue Department is to issue notes. 
'The item on the left side shown the total amount of notes issu^ by 
nhe Department. “Notes in circulation” are those notes which are 
-cither in the hands of the public, or in the vaults of the banks as the 
■cash reserves. The notes in the Banking Department are the cash 
■reserves of that Department and appear at the end of the balance 
.sheets of tliat Department on the right side. Against these liabilities, 
the Bank holds the assets on the right side, pe amount shown as 
■“Government debt” is an old debt, contracted by the Govenment of 
William III when the Banlc was originally '‘f 

■canital to the government. The next item, Other Goremment 
Sties” consiL mainly of Treasury bills and of a^ c^ier govern- 
ment security which the Bank diooscs to hold. The n^xt item. Other 
recurS consists of domestic and foreign bills. Sm^V'^The 
.Certain amount of silver has been accumulated with the Bank, ihe 
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amount of silver is diminishing as it is being used up in minting 
subsidiary coins. All these make up fiduciary issue which stood at 
the high, figure of £1,000,000,000. This increase is due to that fact that 
since the war, all gold coins have been withdrawn from circulation, 
and the Bank has met the void by issuing £1 and 10s. notes. 

In the BanWng Department, the first item on the side of liabilities- 
is “Proprietor’s Capital’’,— the subscribed share capital of a Bank, which, 
is held by private shar^olders. The "Rest” is undivided profit -and 
it is never allowed to fall below £3,000,000. Next is “Public 
Deposits”. It includes the balances held to the account of the various- 
government departments. "Bankers Deposit” includes the balances of 
the joint-stock banks. The fluctuations in this item shows the amount 
of the reserves of the commercial banks. It is thus an important index 
to the state of the money market, — ivhether the banks are suffering 
from a paucity or surplus of funds or not. The “other Deposits” include 
the deposits of foreign central banks, acceptance houses and discount 
houses, Indian and Colonial governments, etc. 

On the side of assets, the first item “Government securities”" 
includes the Treasury bills and any “Ways and Means Advances” made 
to the government and the securities which the Bank buys on its own 
initiative. “Discounts” include the bills which the bill-broters lake to the 
Bank for discounting. "Advances” mean the loans made against first class 
securities either to the bill-brokers or to the regular customers. The 
interest cliarged on advances by the Bank is one half per cent, above 
Bank Rate. These trvo items mount up when the money market is 
short of cash, and the bill-brokers are “squeezed” and then go to the 
Bank for temporary loans. The item "securities” includes the bills 
which the Bank buys on its orvn initiative, and the loans of the Indian, 
colonial and other governments. "Notes” are tlie till-money of the 
Bank, and together with "gold and silver coin”, they constitute what 
is called the reserve of the Bank. The percentage which this bears to 
the total Deposits, — Public and other Deposits, is called the “Pro- 
portion”, and shows the strength of the Bank’s position. When the 
proportion is high, we should expect the Bank Rate to fall; when it 
is low, the Bank Rate is expected to £;o up. 

The control of tlie Bank of England over the money market is 
e.xercised by means of the Bank Rate and the open market operations. 
The Bank feite is the minimum rate at which it will discount first class 
bills of exchange. It is published every Thursday after a meeting of 
the Court of Directors. The only break with tradition rvas on the 
19th September, 1931, when the Bank Rate was raised on Saturday, 
following the suspension of tire gold standard. But though the Bank 
Rate is the minimum rate, the Bank may discount for its favoured 
customers at a lower rate, or it may ask a higher rate to discourage 
re-discounting. In addition to the Bank rate, there is another rate, 
called the “Lombard Rate” for loans on stock exchange, securities and 
other collaterals ranging from 7 days to three months, and this rate is 
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jgenerally higher than the Bank Rate one half per cent. The Bank 
Rate is uniformly above the market rate of discount, so that usually 
310 rediscounting is done by the market at the Bank. It is only when 
she bill-brokers are "squeezed”, - asked to pay off the call loans by 
the joint-stock banks, that they borrow from tlie Bank. 

(B) Federal Reserve System: The Federal Reserve system 
is a unique central organisation in many respects. It is the only 
decentralised system, consisting of not one central bank, but of twelve 
banks supervised by a single organisation. It is the fruit of j-ears of 
study of the banking institutions of the important countries of tlie 
world. It embodies therefore the results of the recent experiences of 
central banking. 

To understand the origin of the Federal Reserve System, it is 
■necessary to have an idea of the banking conditions in the U. S. A. 
before 1913. Banks were organised under a great variety of 
Haws, — state and federal, — and there was no co-ordination, no team- 
■work among them. There was no organised agency for meeting the 
demands for emergency currencj'. Eacli bank was supposed to keep 
ample reserves; but most of them were unavailable during periods of 
stress. Above all, the currency system was absolutely inelastic. Notes 
could only be issued by the national banks after depositing government 
bonds with the Comptroller of Currency. So the expansion or con- 
traction of notes did not take place in response to trade demands, but 
■in response to variations in the prices of government debts. There 
were therefore frequent panics in the banking system, the most notable 
of which was the crisis of 1907^8. It was to remedy such a state of 
affairs tliat the Federal Reserve System was organised in 1913. The 
functions of the system were stated in the preamble to be “to furnish 
an clastic currency, to afford means of rediscounting commercial paper, 
to establish a more effective supcivision of banking in the U. S. A., 
and for other purposes.” 

The Federal Reserve System consisted of twelve Reserve Banks 
and the Federal Reserve Board. Tlie whole of the United States has 
been divided into hvclve districts,* each district containing one Rcsen-c 
Bank. Each Reserve Bank is formed by the banks in the distnct, ■ivho 
are known as “member-banks”. National banks, i.c., banks organised 
under the federal laws, must Iiecomc member banks, and die state 
banks and trusts, ^etc., arc permitted to join, provided they fulfil the 
requirements of the Federal Reserve Act. Each member bank con- 
tributed six per cent, of its paid-up capital and reserve to proviM the 
capital of the Reserve Banks. The member b.anks number about 9,000. 
Farl i Bank has 9 Directors, of whom three were appointed by the 
Federal Rcsen’c Board,— one of them being the Chairman of tlie Board - 


“viz., Boston, New York. Phnadciphia, Cleveland, Richmond, Atlanta, 
aiicaeo, St. Ijiuis, Minneapolis, Kansas city, Dallas and Sm Francisco. 

New York and Chicago arc central rcscn-c ciUes. The ten others .arc 
Tcscn'c cUics» 
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of Directors, and six were elected by the member banks. Of the last 
six, tliree must be actively engaged in commerce, agriculture or industry. 

In addition to subscription to the stocks of the Reserve Bank, eadi 
member bank must keep 13 per cent, of its demand deposits and 
3 per cent, of its time deposits (if it is situated in central reserve cities) , 
10 per cent, of its demand deposits and 3 per cent, of its time deposits 
(in reserve cities), and 7 per cent, of its demand deposits and 3 per 
cent, of its time deposits (if it is a country bank), on deposit with its 
Reserve Bank. The Federal Reserve Board is empowered to suspend 
these reserve requirements in cases of emergency for a certain period, 
provided it levies a graduated tax upon the amount by which the actual 
reserves &11 short of the legal reserves. Each Federal Reserve Bank 
is required to keep a reserve of 35 per cent, in gold or larvful money 
against its deposits. 

The Federal Reserve Banks can issue two kinds of notes, — the 
Federal Reserve Bank notes and Federal Reserve notes. The Federal 
Reserve Banks deposit government securities with the Treasury, and 
ican then issue Federal Reserve bank notes to an amount equal to the 
par value of the securities. Tliese notes were issued to replace the 
national bank notes.* In addition, the Reserve banks can issue Federal 
Reserve notes agairibt which they are required to keep a reserve of 
-40 per cent, in gold. The reserve may fall below this ratio with the 
permission of the Federal Reserve Board, provided a graduated tax 
is paid on the deficit, 

The Federal Reserve Board' jvas the controlling and supervising 
body of the system. 'It consisted of 8 persons, two of whom are the 
Secretary of the Treasury, and tire Comptroller of Currency, ex-ojicio, 
and the other six were appointed by the President for ten years with 
the consent of the Senate. The Board exercises general supervision 
over the whole system, can examine the accounte of every Reserve 
Bank and member bank, may suspend the operations of any Reserve 
Bank, can review and determine the rate of discount of each Reserve 
Bank, can regulate the open market operations of the system, and has 
power to suspend every reserve requirement of ^e Act, if deemed 
necessary. The Board is advised by a Federal Advisory Council, com- 
posed of twelve members, one for each Reserve Bank, in respect of 
discount rates, notes, issues, etc. , , _ . . ,nn 

This rvas the constitution under the Federal Reserve Act of IVIJ. 
Recently the Banking Act of 1935 has introduced some changes in the 
organisation of the Federal Reserve system. The old Federal R“e^® 
Board is henceforth to be knoivn as the Board of Governors of the 
Federal Reserve system, the titles of Governor and Vice-Crtvernor 
being changed to Chairman and Vice-Chairman, to be appointed bv 
the President of the U. S. A. for four-year terms. The new Board 

*In mardi, 1933, the power to issue Federal Reserve Bank notes was 
increased to cope with the crisis. 
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of Governors would consist of nine members, appointed by the President 
with- senatorial approval, for a term of 14 years. . The Secretary of 
the Treasury and thei-Comptroller of Currency would no longer be 
the members of the -Board. The- Act also provides for the appoint- 
ment. of an Open Market Committee, consisting of seven members of 
the Board of Governors, and five representatives of the Federal Reserve 
Banks to be selected by the latter. This Committee will henceforth 
manage the open market operations.' 

The Act pro-vides for the appointment of a President and a Vice- 
President of each bank to serve as its chief executive officers for five- 
3 -ears terms, the appointments being subject to the approval of the 
Board of Governors of the Federal Reserve system. The control of 
the Board of Governors over the Reserve Banks has thus considerably 
increased. 

The Federal Reserves notes can be issued witli 40 per cent, bacldng 
of gold certificates. This percentage has now been reduced to 25 by 
an Act of the Congress passed in June, 1945. The Board of Governors 
is also empowered to vary the statutory reserve requirements of the 
member banks, pro'vided they are not revised downwards, or are not 
more than doubled. The Reserve Banks are now authorised to give 
loans on real estates, provided the loans may not exceed SO .per cent.- 
of the value of the real estate, and must mature within S years. In 
any case, the total amount of such loans must not exceed 100 per cent, 
of the capital and -surplus -of the Bank, or 60 per cent, of its time and 
savings deposits, whichever is .^eater., .The Reserve Banks may also 
give loans on paper otherivise ineligible pro-vided they shall not have 
a inaturity of more thah’4 months; and a penalty in the way of interest 
be added of not less than of one per cent. 

All these changes have made for increased centralised control, and 
greater flexibility. 

(C) The Bank of France: Established in 1800 by Napoleon 
Bonaparte, the Bank of France is one of the simplest of all the cen^ 
banks. ' The Bank was ostensibly a private institudon, its capital being 
subscribed bv private shareholders. In 1945, as in the case of the 
Bank of England, the French government also passed an Act for 
nationalising the Bank of France along with four commercial bMks. 
The management was entrusted to the General Council, composed of 
the Governor and two deputy-governors, appointed by. the President 
of the Republic. 

There was a General Council consisting of 20 members ; of these. 
Ministries of Finance, National Economy and Colonies appoint one 
member each. Six members are appointed by the Minister of Finanix 
from a list of three names submitted by each of six commercial agn- 
cultural, industrial and labour organisations. Three members are 
elected by the National Economic Council, the Central' Committee of 
the savings banks and the staff of the Bank of France. Two members 
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are elected by the General Meeting of the shareholders and the other 
six are ex-officio members holding particular positions in state financial 
institutions. There are also three censors who are elected by the 
General Assembly of shareholders, from amongst industrial or com- 
mercial shareholders, and who have a consultative voice in the General 
Council and exercise supervision over all the operations of the Bank. 

The Bank possesses the monopoly of note issue. Before 1928, the 
Bank was not required by law to keep any gold reserve against its 
note issue, and the maximum amount of notes that it could issue 
was fixed by law. But since 1928, the Bank is required to keep a 
gold reserve of 35 per cent, of the total of its notes and current 
account deposits. The Bank is also required to buy and sell gold at 
the rate of 65-5 milligrammes of gold* (nine-tenths fine) per franc. 
In addition to issuing notes, the B^c carries on a large rediscounting 
business. The bills to be rediscounted must carry three signatures, — 
one may be dispensed with if adequate security is furnished, and must 
mature within 90 days. The Bank, unlike the Federal Reserve ss'stem, 
is ready to discount for private individuals. The Bank has a large 
number of branches situated all over the country. 

The Bank’s relation with the state has always been very close. It 
is the banker of the state, and it has helped the state constantly by 
making large advances to the latter either free of interest or at nominm 
rates. The Bank habitually keeps large gold reserves and its discount 
rates are as a rule slowly changed. -Its control over the money market 
is not as effective as tiiat of the Bank of England or the Federal 
Reserve Board. Its ability to control is hampered by the unorganised 
nature of the Paris money market, and also by the independent action 
of the large private banks. Its powers to engage in open market 
operations have been enlarged in 1938. It cannot fully control the 
activities of the member banks. 

Like the Bank of England, the Bank of France has beeii 
nationalised in 1945, and the private shareholders have been paid off 
by the state on the basis of the market value of their shares. 

(D) The Reserve Bank of India: The Reserve Bank has been 
established in India in 1935 for the purpose of taking over the 
management of the currency from the Government of India. It is a 
shar^older’s Bank, the government retaining some control over the 
appointment of the Directors. The capital of the Bank is five crores 
of rupees, divided into shares of rupees one hundred each. Separate 
registers of shareholdefs are maintained at five different centres, vis., 
Calcutta, Bombay, Delhi, Madras and Rangoon. The management of 
the Bank is entrusted to a Board of Directors, consisting of a Governor 
and two Deputy Governors appointed by the Governor-General;. four 
Directors nominated by the Governor-General ; eight Directors elected 
by the shareholders from the five centres and one Government official 


♦This rate has been revised in recent times. 

20 
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nominated by the Governor-General. For eacli of the five different, 
areas, titere is a Local Board consisting of live members elected by the 
shareholders and not more than three nominated by the Central Board- 
Like the Bank of England, the Reserve Bank has Ireen divided 
into two Departments, the Issue Dciartment and the Banking Depart- 
ment. The Issue Department has the sole right of note issue. The 
notes must be backed by gold and sterling securities to the extent of 
at least 40 per cent., of wliich the amount of gold must not fall below 
Es. 40 crores, and the rest to be backed by eligible securities, and 
trade bills. The Bank tvas furtlier authorised to suspend the resen-e 
requirements as to the gold and gold securities with the sanction of 
the government. The Banking De'iMrtment is autliorised to accept 
money on deposit without interest, to purchase, sell and rediscount 
trade bills and bills against government securities, maturing witliin’ 
90 days and bills against agricultural crojjs maturing within nine 
months, to give loans repayable on demand or maturing within 90 &ys 
against eligible securities, to purchase and sell government securitie.' 
of the United Kingdom and of India, to purchase and sell to scheduled' 
banks, f.c.. member banks, sterling in amount of not less than one lakh 
of ruitees ; to do open market oiierations for the purpose of regulating 
credit in the interest of trade and industry. The Bank is also the 
agent of the Central Government and the Provincial Governments, and 
accept deposits from tlie.se bodies and conducts all other bank-ing opera- 
tions including management of the public debt. Tbc Bank also buy.= 
sterling at Is. 6'3/]6d. or sells sterling at Is. 5-49/64d. for purposes 
of mainlaiiiing tbc exchange value of the rupee. The Bank is however 
lorbidden to advance money on the mortgage of immovable properties,, 
or engage ' in trade and industry'. The Bank has also a separate 
Agricultural Credit Dciiartment to'study questions of agricultural credit 

The control of the Bank over the loose and unco-ordinated 
Indian money market is yet an unknown factor. The indigenous 
bankers, who'fonn the hulk, are not members of the Resen-e Banking 
system. The Bank is yet in its infancy, and a prediction as to its- 
future is premature. 

(E) The Bank for International Settlements: Though the- 
B I. S. (short name for the Bank for International Settlements) is 
not strictly a central bank, yet its potentialities are such that it deserves- 
a rage in the chapter on central hanking. The Banlc originated in- 
the reparation discussions of 1929. when the Young Committee felt a 
need for the establishment of an international' body to help in tne- 
transfer of Gennan reparation payments. The constitution was drawn 
up ill the Young Plan, discussed at Baden-Baden and Hague, and 
finally the Bank was started on May 17, 1930. . 

The authorised capital of the B. 1. S. is a00,(X)0,000 Swiss gold 
francs equivalent to 145,161.290,32 grains of gold divid^ into 
200.000 equal shares. Tlie original subsOTbers to the strak were 
the central Iianks of England. France, Germany. Italy. Belgiimi.. 
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private banking groups of Japan and the U. S. A. It was open to 
other central banks to join, and by the end 
Capital. of 1932, 26 central banks had subscribed. The 

■ management is entrusted to a Board consisting 
of (a) the Governors of die original seven central banks or their 
nominees; (&) 7 persons representative of finance, industry or com- 
merce, appoJhted one each by the 7 Governors; (c) two persons, 
French and German, — so long as the reparation payments continue; 
(d) not more than 9 persons to be elected in the following way, — ^die 
Governors of die central banks of countries (other than the seven 
original countries) subscribing to articles at the date of incorporation 
of die Bank, shall each submit a list of 4 persons, half to be represen- 
tative of finance, and the rest of industry and commerce, and the Board 
shall elect from these lists bj- a two-tiiird majority. One-third of die 
(d) Directors is to retire every year. In addition, the Board is 
empowered to appoint not more than- 3 persons from similar lists sub- 
mitted by the Governors of the odier central -banks joining subsequently. 
The Board must hold ten meetings a year. The Board shall elect a 
Chairman, known as the President, who shall hold office for three 
years. Pie is the executive head of the Bank, and is to carry out the 
policy and control the bank. 

Article 22 enuinergtes the functions of the B. I. S. It can buy, 
sell or hold gold; eannark gold in central banks on its own account: 
purchase, discount bills of exchange: make and receive deposits, and 
act as agents of central banks. It can advance nionej’ to or borrow 
from central banks against gold or bills and other short-tenii obligations, 
can rediscount bills for central Iranks. The B. I. S. must however 
carry on its operations in currencies which satisfy die practical require- 
ments of the gold standard or die gold exchange standard. Any central 
bank can veto any act of the B. I. S. in its own country. The B. I. 
S. is prohibited from issuing notes, “accepting” bills of exdiange, 
making .advances to goveriiiiient, opening current account in the name 
of the governments, acquiring any predominant interest in any business 
concern etc. fArt. 25). The Bank is under no obligation to maintain 
any resen-e, the only requirement is that it shall be administered with 
particular regard to maintain its liquidity. (Art. 26). The Bank is 
also to publish annual balance-sheets and Reports. Amendments to 
the statutes of the Bank must be proposed by a two-third majorit)- of 
Board to the General Meeting composed of the nominees of the central 
Iianks, and carried there by a majority, provided certain essential 
statutes can only be amended if supplemented b)- a law amending the 
Charter of the Bank. 



CHAPTER 39 

MONEY MARKETS IN VARIOUS COUNTRIES 

In a broad sense, the term, “money market”, refers to-the financial 
institutions — the banks, discount houses, brokers, stock-exchanges, 
etc., — which compete with one another for 
Central bank. borrowing and lending money. For the sake 

of convenience, it may be divided into five 
parts. FArst, there is the central bank, tlie axel-wheel upon which the 
whole money market revoIves.lt acts as the guardian of the market, 
diminishing or expanding the supply of money and, credit in the interest 
of domestic stability. Norraall}', the centri bank does not actively 
participate in its activities. It merely supplies the appropriate stimulus, 
taking up the thread only when the market is unable to manage itself. 

Secondly, there is the “call-loan” market, — “a market for marginal 
funds, for temporary unemployed or unemployable funds.”. As the name 
implies, here the funds are employed for very 
Call loan market short periods— mostly for a week and even for 

a night. The main lenders in this market are 
the commercial banks and other corporations. "The banks, as we have , 
stated, employ certain portions of Aeir funds in the call-loan market 
and count them as their second line of defence. Whenever they want 
to replenish their resen'cs they recall those loans. The bi^ corpora- 
tions usually lend their surplus unraployable funds in this market, 
(for example, the dividends before distribution).. The central bank 
does not usually lend any fund, but in emergencies, it becomes an 
important source of supply. The borrowers in. this market are the 
bill-brokers and the stock-brokers. The borrowing is done mainly by 
bill-brokers in England, and by stock-exchange speculators in New 
York. The brokers in England discount or purchase bills and hold 
tliem till maturity with funds borrowed from the joint-stock banks. The 
rate at whi<i these funds are borrowed- is ' known as the call rate, 
and it is generally one per cent below the bank rate. The rate is 
highly sensitive depending on the volume of funds lent by the banks. 
The latter are usually wiUing to renew their call loans. But there are 
times, e.g., on the day when the half-3’early kcounts are closed, 
Oiristmas season, etc., when the banks would want to strengthen their 
reserves, and they will ask the bill-brokers to pay off the call-loans. 
The bill-brokers are then said to be “squeezed” for cash, and they are 
forced to borrow from the Bank of England temjxjrarily because Bank 
rate being higher than the market rate, borrowing at that rate is usually 
unprofitable. The market is then said “to go into the Bank.” 

In New York, the call loans are taken mostly by the stock-broktts. 
When the American speculator buys a stock, he pays only a marginal 
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deposit of (say) 25 per cent. The remaining 75 per cent, is borrowed 
from the stock-broker, who, in his turn, borrows at call from his bank, 
by pledging the stocks as collateral with the Bank. This call rate is 
therefore highly sensitive to the wind mid weather of speculative senti- 
ment. It is the reflex of the activity of tfie Neiv York speculators, 
and at times rises up to soaring heists. While the Bank of England 
can control the call rate, the Federal Reserve Board is often powerless 
to coerce and control the New York call rate as ivas shown by die 
Wall Street speculation of 1929. 

Thirdly, there is the market for short-period loans. Here money 
is available for longer periods, generally for three months. This is 
the special field of activity of the commercial 
Short period loan banks, ivhich collect the savings of the public, 
and lend them through discounts and advances. 
The chief borrowers are the Government, which borrows through 
Treasury Bills, and the industrial or mercantile clients who borrow 
by discounting, their bills, or on promissory notes, or through advances 
and overdrafts. ■ 

Fourthly, there is the market for long-period loans. Oh one side 
there is an oiganisation for the supply and investment of new capital, 
. , and on the other, an organisation for the 

mmSt transfer of old capital. The fonner is under- 

• taken by a specialised body_ of promoters, 
issue houses, or by commercial banks, and the latter is carried on in 
the stock exchanges. The function of the first is to float new shar^, 
securities, bonds, etc., for public subscription. The main borrowers in 
this market are the government, municipalities and other public bodies, 
and the industrial undertakings. The shares, securities, etc., are talcen 
up by the members of the public who have saved. The function of the 
stock-excl^ges is to help the efficient working of ffie fonner by pro- 
viding a constant market for the transfer of securities. 

Lastly, there are specialised bodies, serving a special market, or 
supplying a special type of credit. To this category belong the Savings 
Banks, Agricultural Land Mortgage Banks, Building Societies, etc. 

In theoiy at least, the |ctivities in these different' markets should 
be well co-ordinated under the a^ of the central bank. Each of the 
rates should be in proper relation to the other, rising and falling 
together. For example, when the central bank is beginning to initiate 
a policy of easy money, either by lowering the bank rate, or by the 
purchase of securities,- all other money rates should come dmvn. So 
in die ideal money market, the movements in the bank rate will generate 
similar movements in other rates. Any discrepancy behveen the mov^ 
ments in the rates should be cabbie of being quickly corrected. 
Suppose the short .term rate is abnormally lower than the long-term 
rate. Speculators will then borrow 'short’ monqr and invest in long 
period securities. Banks and other short-term lenders will then place 
more of their resources in long-term investments. ' In these various 
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irays, the demand for short-term funds will rise while itheir 
supply will fall due to the action of bankers. The short rate -will rise. 
And the price of long-term securities will fall until the two rates m'll 
again reach the same relative position. In actual life, however, such 
a frictionless money niarlfet hardlj' exists. The discreiancy between 
short-term and long-term rates whidi existed behveeu the inter-war 
years points out that movements in the different money rates are not 
always similar. In particular, the call rate is peculiarly sensitive to 
the speculative sentiment and niav break away from other rates. The 
co-ordination of the different money rates is one of the most important 
problems of the art of central banking. 



CHAPTER 40 

INTERNATIONAL TRADE 

trade takes place on tlic basis of division of labour and 
specialisation. International trade is no exception to this. A person 
may posses abilities to perforin a variet}- of tasks. But he specialises 
on those in which his abilitj- is the greatest, leaving other activities to 
• <Iifferent iiidn’iduais. Similarly, a region or a couutr}' may possess 
the resources to produce a large number of commodities. But it 
usually specialises on a narrow large of goods, leaving to others the 
production of .different commodities, and then exchanges its own 
products with the output of other regions or countries, with mutual 
benefit to all parties. A man may be naturally gifted with the abilities 
of an engineer, while another has a natural l>ent towards tlie study 
of medicine. It is to their nnitual benefit that the first individual 
^ould become an engineer, while the second should take up the pro- 
fession of medicine. Similarly, different regions arc differently 
•equipped with productive resources. It will be to their mutual 
advantage if both specialise in the production of goods in which their 
comparative adv.intagcs are the greatest. In view of such fundamental 
shnilarities. is there any necessity for a se)>arate theory of international 
trade? 

The clitssical writers like Adam Smith and Ricardo believed that 
there were important distinctions Ijctwecn domestic and international 
trade. Accoitling to them, capital and labour were mobile within a 
country ; but between different countries, such mobility was more or 
less absent. If, within a country, the rates of wages were higher in 
one locality or occupation than in another, more people would move 
to that locality, or enter that occupation where wages were higher. As 
a result, labourers of equal cfficicncj' will obtain equal wages witliin 
the country. But there is no such tendency between different coimtric.s. 
■"Man is, of all sorts of luggage, the most difficult to be transported." 
Owing to the differences of customs, languages, government, ikc., 
■people are generally unwilling to migrate to different countries. 
Similarly with capital. -As a result, rates of wages and interest 
remained at different levels in different countries. Hence a separate 
theory was necessary to explain the course of international trade. 

These assumptions of the classical school have been critieised on 
the ground that while labour and capital arc not perfectly mobile witliin 
a country, they are not perfectly immobile between different countrica.* 
For this" reason, some writers have questioned the necessity of making 

*Scc an article l)j‘ J. H. Williams. “Tlicory of Iiitcmatioiial Trade 
Reconsidered,” in tlie Eeoiiaiiiic Joiirml; 1929. 
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any distinction bhveeu internal and international trade. Of course, 
it is true that labour is not perfectly mobile within a country. There 
are many obstacles to the free movement of labour in a country, and 
the formulation of the concept of "non-competing” groups of labour 
is a recognition of this fact. 

But it is a fact that if we are offered the same rate of interest 
in our own country and in a foreign country, we would invariably 
prefer to invest at home. So long as this preference for home and the 
prejudice against foreigners remain, the rates of earning of the different 
factors of equal efficiency would not be equalised between different 
countries. Another reason for tr<ating the theory of international trade, 
separately is that the facilities under which productive activities are 
carried on are not the same in different countries. "The citizens of 
one country arc subject to the same system of national aqd local taxation, 
to the same regulations for he^th, sanitation, factory' organisa- 
tion. education and social insurance, the same policy with regard to 
transport and public utilities, the' same laws regarding industrial 
combination and trade unions, the same commercial code.” Thus the 
facilities of production differ in different countries according as these 
regulations are not .similar. Tire general level of costs is thus often 
different, lower in one country, and higher in another. Owing to tire 
various activities of the government, nations tend to develop barriers, 
natural and artificial, which impede the free working of economic forces 
'behveen different countries. 

Lastly, eacli country has got a different currency system. The 
exchange of goods between different countries therefore gives rise to 
foreign excharrge operations which are absent in all international 
transactions. These foreign exchange operations often give rise to many 
complications in the course of trade. Moreover, each country is under 
the control of a separate Central Bank, each following a separate mone- 
tary policy which vitally affects the foreign trade of the country. 
Hence there is a necessity of formulating a separate theory of 
international trade. 

Conditions for the development of international trade: All 
trade takes place because of differences in costs. International, trade 
is no exception to this rule. To illustrate this, let us take up tlie case 
of trvo countries producing only two commodities. In country A, 

10 days of labour produce 20 units of jute. 

10 days of labour „ 30 units of cotton. 

In country B, 

10 days of labour produce 10 units of iute. 

10 days of labour „ 15 units of cotton. 

In this case, country' A is absolutely superior to tlie country B 
in the production of both tliese goods. Measured in terms of days 
of labour, differences in costs are absolute behveen the hvo countries. 
Is there any possibility of trade between these countries? In country 
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A, the cost of producing 20 units of jute ate equal to those of producing 
30 units of cotton. So 2 units of jute will sell' at a price which will 
fetA 3 units of cotton. In country B, the cost of production of 10 
units of jute is equal to that of IS units of cotton. So in that country 
also, the price of 2 units of jute will be equal to that of 3 units of 
cotton. The ratio of costs of the two products (f.e., 2 units to 3 units) 
is the same in both countries. If the country A sends 2 units of jute 
to B for trading purposes, it will not ^n anything as in both countries, 
2 units of jute sell for 3 units of cotton. Thus in spite of absolute 
superiority in both directions, the first country does not gain anything 
by trade ivith the second. 

Let us change the examples a little. Suppose in country A, 

10 days of labour produce 20 units of jute. 

10 days of labour „ _ 30 units of cotton. 

In country B, 

10 days of labour produce 10 units of jute. 

10 days of labour ,, 10 units of cotton. 

In the first country, 2 units of jute will sell for 3 units of cotton 
as before. In the second country, however, tlie price of 2 units of 
jute will be equal to that of 2 units of cotton. It will now be profit- 
able for merchants in country A to send cotton to the second country 
so long as it can get more than 2 units of jute by selling less than 3 
units of cotton. The second country will also gain by the trade if 
it can get more than 2 units of cotton in exchange for 2. units of jute. 
Suppose Ae exchange to take place at tlie rate of 2 units of jute- 
to units of cotton.. Each of the countries gains yi units of cotton 
as a result of trade. Permanent internationJ trade can then take- 
place when the comparative ratios of costs of the two products differ 
in the two countries. In the first example, the ratio of costs of jute 
and cotton ivas 2 units of jute to 3 units of cotton in both the countries. 
Hence no trade was possible between them. In the second example, 
the ratio of costs -vras 2 units of jute to 3 units of cotton in country A, 
and 2 units of jute to 2 units of cotton in the second country. As the 
ratira of cost differ, trade can .take place behveen them. 

of comparative costs : The question naturally arises, why 
do the ratios of costs differ in the two countries? The main reason 
for such differences is that eaclr country is differently equipped witli 
the supply of the factors of production. Some are rich in natural 
resources like gold or silver mines, coal, iron, etc., wliile others are 
deficient in sudi minerals. Bengal has a variety of soils and climate 
specially suited for the production of jute and tea ; while the U. S. A. 
is fortunate in possessing rich, fertile cotton-growii^ tracts. Rich 
countries like England or the U. S. A. possess large quantities of 
capital, while others like India are short in tlie supply of capital. The 
supply of factors of production is different in different countries. 
Hence their relative rates of remuneration will also be different in the. 
different countries. A country which possesses an abundant supply 
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•of good land will be able to produce agricultural crops at a very low 
■cost, while another country whicli possesses large capital resources and 
a skilled labour force will produce manufactured goods at a low cost. 
Hence costs and prices of goods will be different in different countries. 
Trade bettveen them is possible on the ‘basis of these differences in • 
■comparative costs of production. Each countr)' will confine itself to 
the production of those things in which its (Atcieno," is the highest 
{i.c., which it can produce at loiyest costs). It will export these things 
aind import others in which its productive efficiency is the least. _ 

To illustrate the working of this we shall start with a few assump- 
tions. We shall first of all assume two countries, .-k and B, trading 
-with each other in two commodities, wheat and cotton cloth. Secondly, 
lioth the commodities are produced in the two countries at constant 
•cost, i.c., whatever tlie volume of oot|»it, cost remains the same. Tliere 
•are, moreover, no restrictions on the movements of goods between the 
■diffefeiit countries. 

The classical economists made anotlier assumption. .All costs 
were measured in terms of dai's of labour. Tliey stated the dieory in 
rthis way. 


In country, .A, 


3n coumr}' B, 


10 days of labour produce 20 mds. of wheat. 

10 days ., „ 20 pairs of cotton cloth. 


10 days of labour produce 10 ntds. or wheat. 

10 days ., „ Is, pairs of cotton cloth. 

In countiy A. one niaund of wheat will exchange for one pair 
of cloth. The ratio of the costs of tlte two is therefore 1:1. In B. 
•one maund of wheat will exdiange for 1J.< pairs of cloth, The ratio 
•of the costs of the two goods in B is 1 : 1 These ratios of costs 
■are thus different in them. A will gain so long as it can obtain more 
than one pair of cotton doth by sending one maund of wheat. Similarly^ 
B would gain so long as it gets one maund of wheat by sending less 
than 1 Yi pairs of cotton cloth. Thus both would gain if .A concentrates 
■on the production of tvheat only, and exports it to B, which produces 
cotton cloth only. It should he' noted tliat while the effidency oi labour 
in A is greater in the production of botli wheat and cloth, it has 
comparatively a greater adrantage in wheat than in cotton cloth. 

But this way of stating the theory has been criticised on the 
,ground that it is based on the labour theory of value as it measures cost 
in terms of days of laliour. But tlic fact that 
Criticism of classical, there arc many different qualities of labour. 

and that otlier factors of production besides 
labour are necessary in making goods shows the absurdity of measur- 
ing costs in terms of days of labour. It is an anomaly to base the 
■theorv of inteniational trade on the labour theory while discarding it 
.in the general theory of value. It is necessary therefore to restate 
The law of coiiiparative costs in terras of the modern theory of -value. 
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Let us suppose tlial tlic countn* A possesses an abundant supply 
lit good land, but a small supply of capital, while the couiftry B 
possesses larjtc amounts of ca])ital. but the supply of land is relatively 
.scarce. .So in the first country, the marginal cost of producing wheat 
is Rs. 3 Iter m:uind ; while that of producing cotton cloth is 'Rs. 4 
per pair. , In the second countr}-, the marginal costs of producing 
wheat and cotton cloth .arc Rs. 4 and 3 respectively. Tabulating these 
figures, we find Uiat ' 
hi A. 

M.arain.al cost of iirinliiciitK wlieal is Rs. j jitr mil. 

entton cloth is Rs. t |)cr pair. 


Jn It. _ _ . 

Mnrcinnl roj-t oi proditciiip wheat is R*:. .1. ik.t mil. 

.. .. .. coUtm cloth is Rs. .> per imir. 

The price of one maiiiid of wheat is Rs. .1. wiiile that of a |)air 
s)f cloth is Rs. 4 in A. Tit other words, that comliination of 

factors which c.aii produce one matind of wheat can produce 
[Mir of cloth in A. One maiind of wlicat will therefore 

lie equal in cxchanRC-v.aIiie to three-fonrlh of a jtair of cotton 
elotli. .Similarly in country B. one inaiind of wheat will sell I’/a 
jiairs of cloth. The countn- will then find that if it gives up the 
production of cloth, and concentrates on the production of wheat, it 
will he .able to sell wlic.at in B. .and obtain more than tbrec-fotirtli of 
a pair of cloth in e.Ncbangc for one ntaiinrl of wheat. 15 will find it 
.-idvamagcons to concentrate on' tlie production of cotton cloth, and 
e.'ccliange it for tlic wheat of A. It will gain .so long .as it can get 
one maund of wlieal by sendin.g le.ss ibiui I’/a pairs of cloth. In other 
words, each country will tend lo exjiort those goods made by the 
relatively more ahmid.aiu factors, and to im])orl other goods whose 
protlucti’on requires the use of factors relatively scarce in that country. 

Tiic theory also takes into account the influences of demand. In 
the example just given, we have seen that A will gain m long it can 
gel more titan three-fourth of a pair of cloth 
R-aic of c.vcIi.iiiKc i' exchange for one maund of whc,at. B will 
dotcrmincd by rcci|>rnc.al obtain one maund of 

‘ whc,at by sending less than 1’/.-. pairs of cloth. 

The actual rate .at which wheat will exclrangc for cloth will depend on the 
relative elasticities of <lemaud of the two countries for the goods of the 
otlier. The rate of c.xchaiigc will Itc .such that, in equilihnum, the 
value of a countrv's exixirt.s avill lie equal to that of its im|)orts. 
.Suppose the forcc.-i of demand arc such that each country cxchangts 
its prodiict.s .at tlic rate of one inamid of wheat for one ixiir ot doth. 
As a rc.snil of an increase of demand. A w.-ints to buy more cloth at 
this rate. But B’s dem.and ha.< remained the same. So in order to 
induce B to huv more wlic.at (or to send liiore clotlil. .*i must offer 
hotter terms to'B: A must therefore lower the price of whe.ai to 
or offer higher prices for cloth. In other words. A must offer to 
.send more whe.at per Unit of cloth in order to induce B lo buy more 
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wheat and to send more cloth than before. The ratio will then move 
against A. The actual terms of trade will tlierefore depend on the 
relative elasticities of demand of the two countries for the goods of ' 
the other. - ■ \ 

It should be borne in mind that the doctrine does not mean that ’ 
we should compare the cost of producing wheat in A and B. We I 
cannot do that; for we do not know the actual terms of trade, and i 
unless we know that we cannot compare cost of a commodity in both ; 
the countries. The comparison is one of ratios, the ratio of the costs ! 
of wheat and cotton in B. If the two ratios are different, trade can ^ 
take place between them. 

So long we have discussed the theory on the basis of two 
commodities. But it can be easily extended to cover the case of any 
number of commodities and any munber of countries. A countiy 
generally possesses facilities for producing a number of goods. These, 
can be arranged in descending order of comparative advantage in the 
following way. A coimtry A can produce, by 10 days of labour, 30 
units of cotton, 20 units of jute, 15 units of wheat, 10 units of tea ' 
and 8. units of rubber and so on. Which of these commodities tvill 
he exported or imported will depend on the terms of trade, i.e., upon 
the rate at which it obtains the imports by sending its exported goods. 
The more favourable the terms of trade, the smaller will be the number 
of commodities it will have to export to obtain a given quantity of 
imports. The line separating the exports from other goods is there- 
fore a moving one, depending upon the movement in the terms of 
trade. The introduction of several countries, instead of two, raises 
no difficulty. All other countries trading w'ith India can be lumped 
together as one country. 

This is in short the law of comnarative costs. Its validify cannot 
be seriously questioned. .A history of any tariff legislation -null sen'e 
to bring out the essential truth in the theory. For example, Taussig* 
found striking verification of the essentials of the theory from the tariff , 
history of the U. S. A. In the Iron and Steel Industry, though 
protection has been given to all kinds of manufactures, and though 
many of them are exported, U. S. A. still imports certain hinds of 
tools and machines. Similarly, in the textiles, inspite of protectipir, U. 

S. A. imports some finer piece-goods and other specialities. The reason 
is obvious. U.' S. A. does not possess the greatest comparative 
advantage in their production, and hence, inspite of tariffs, these are 
imported. — 

Laws of Return and Comparative costs : In the example given 
above, it was assumed that both the commodities are produced at 
constant cost. Now it is necessary to remove this assumption. 
Suppose the commodities to be produced under diminishing returns. 

* Taussig. Interwiional Trade. Chap. 16. Pp. 178-196. 
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In tlie example discussed above we assumed that A would 
concentrate on tlie production of wheat, exchanging part of its wheat 
for the clotli produced in B. But as A produces more wheat to be 
exported to B, the marginal cost of production of wheat increases. 
After a certain stage, A will find that further concentration on wheat 
production will be unprofitable. Moreover, as more and more factors 
are witlidrawn from the production of wheat in B, the marginal cost 
falls. B tvill find that it is no longer profitable to transfer resources 
from the production of wheat to that of cloth to be exported to A in 
■exchange for the latter’s high-cost wheat. Hence B will retain some 
of its resources in the production of wheat, especially on those superior 
plots of land where the marginal cost of production is low. There- 
fore the result of the operation of the law of diminishing returns 
is that a commodity may be produced in both the countries. And 
the level of rents, and the margin will depend on the terms of trade. 

When die law of increasing returns prevails, the field for profitable 
trade increases as demand increases. As more output is produced, 
the greater becomes the efficiency of production and greater will be 
tlie limits witliin which profitable trade is carried. No new principle 
is introduced; only the limits of comparative cost become wider. 

Gains from international trade: In the first place, the 
■extent of the ^in will depend on die difference in the cost-ratios in 
die two countries. The more the comparative costs differ, the greater 
is the area in which profitable trade can be carried on. “A country 
gains by foreign trade if and when the traders find tliat there exists 
abroad a ratio of prices very different from that to which tliey are 
accustomed at home. They buy what to them seems cheap and sell 
what to them seems dear. The bigger the gap between what to them 
seem low points and high points, and the more important the article 
■afE^ed, the greater will the gain from trade be.”* It labour is highly 
•efiiaent in the production of wheat in A and also iii the production 
cotton in B, there is a 'reasonable chance that both countries’ gain 
will be greater.' The extent of the gain therefore depends on the 
■efficiency of labour.- So if the efficiency of foreign labour engaged in 
the production of imported goods increases, we sliall gain considerably; 
hut if efficiency increases in the production of goods we export, we 
shall lose. 

' Secondly, the extent of the gain also depends on the terms of 
tode. I.C., the ratio at which wheat is exchanged for cotton clofll! If 
- tlie ratio is 1 to 1, B will gain in a greater 

The extent of the gain degree. For left to itself, it gets 1 md. of 
™ wheat' in exchange for H/a pairs of cloth. 

. ■ ■ I But now by trade, it is getting one maund 

of wheat by selling one pair of cloth and is gaining one-third pair of 


'♦Harrod. Itifcmational Ecoitoniics. P. 34. 
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cloth. In A, if there were no trade, one niaund of wheat would have 
to be given in exchange for three-fourth of a . pair of cloth. Bui now 
it gets one pMr of cloth. A therefore gain one-fourth of a pair of 
cloth. But it the ratio was one niaund of wlieat to one and one- 
fourth pairs of cloth, B would have gained one twelfth of a pair of 
cloth, and A half a pair. Much depends therefore on the terms of trade.. 


The term of trade will depend on the play of reciprocal demand^ 
i.c., on the elasticity of A’s demand for cotton and on B’s demand for 
/ wheat. If A's demand is highly inelastic, it 

/Tcrnui of trade and he .willing to pay more wheat to get a 

^Sal dSnd. <=otton The ternis of trade 

will move against it. But if A s demand is 


highly clastic, the teniis of trade will tend to move in its favour. 
Similarly, if B's demand is inelastic. or elastic, the terms of trade will 
go against or in favour of it. To take an ilhistratioii, suppose tlie 
terms of trade arc one niaund of wheat and one pair of dotli. A 
cliange in demand sets in A, which wants more cloth at this ratio. 
But nothing has happened to change the demand-schedule of B for 
wheat at die existing rate. In order to gel more cloth, A must offer 
more tempting terms to B. The term of trade will move against- A. 
But how far it will move will deiiend on the elasticity of B’s demand' 
for wheat. If B’.s demand is clastic, it will he willing to accept more 
wheat at a slightly lower price and hence to send more cloth. The 
rate of exchange will move slightly against A. But if B's demand 
is inelastic, the concession must be SSWfer to induce B to accept 
more wheat and to send more cloth. JfTlic .terms of trade will move 
ill a greater degree against A. That country will gain most from 
trade, whose goods arc in high demand abroad, hut which possessc.s 
a low demand for foreign goods, hi technical language, its demand' 
for foreign goods must he highly clastic, while the foreign coimtiy’.s 
demand for its goods is highly inelastic. The tenn of trade will tlien- 


move in its fai-oui^' 

The level of monev incomes will lie an indication and the source 
through which this gain wil lie shared. A countiy 'whose goods arc in 
constant demand abroad will have a high level of money incomes. If 
the foreigner’s deiiiaiiil for its c.xports is high, the export industries 
will coiuluct a prosperous trade and the level of wages will also he 
high in those industries. Owing tO' comiietition, other industries must 
also [lav the same high rate to the labourers; otherwise the latter will 
shift theniselvcs to the export industries. .Thus the general level of 
monev wages will he high in that country. But though the level of 
monev incomes is high, the prices of foreign goods trill he low, die 
people will gain as consumers of foreign goods. Similarly, a country 
whose demand for foreign products is verj- high trill have low money 
incomes. The prices of foreign goods will however he high and it. 
will lose as consumers of imports. 
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Wages and International Trade: Wliat is the effect on 
international trade of the different levels of fvages prevalent in different 
countries? It is a common notion n-itlr 
C^n a country with popnlar writers, especially with protectionists.. 
S^^’Low'alfrS' ^cotn;tO’ with high wlges will be 

tmdersold all round by a country with low 
wages. The notion springs from tbe belief that because tlie general 
level of wages is high, tlie costs of production and the prices within 
the country must also be high, and it will be unable to compete with 
countries where wages, costs and prices are lower. 

That this attitude is highly confusing can be shown both b)’ 
tlieoretical reasoning and actual course of trade. High wages do not 
always mean high costs. If tire productivity of labour is also very 
high, i.e., if labour produces more goods, the cost per unit may actualh’ 
be lower. So prices may also be low. On the otlier hand, low wage.s. 
may be due to low productirit)', and so costs and prices may actuily 
be higher. A general level of high wages can only be maintained if 
the productivity of labour is also very high. Hence a coimtry- frith 
high money wages cannot be undersold all round by another with low 
wages. 

The actual course of trade bears out the trutli of tliis assertion.. 
The English workers are generally paid at a higher rate than Indian 
labourers. Yet England has steadily exported goods to India. The 
Um’ted States is, by common consent, a country witli a high level of 
ivages. Yet it is exporting a considerable volume of goods to all other 
countries. 

On tile other baud, a country may have a high level of wage.s. 
because its goods are much sought after by other countries. That is. 
the tenns of trade may be favourable to it, and as a result, its level' 
of wages inay be high. Thus, instead of the high money wages being • 
a bar to export trade, they may be an indication of a prosperous, 
export trasie, and a nieclianisin througii ivhich the prosperity is enjoyed 
by the countri’. 

If labour is higlily efficient in the doniiiiaut industries, a Iiigh 
general rate of wages will be established in the country'. When once- 
tbe high rate is established, any particular industry may find in that 
high rate a handicap. For though by competition it will be forced 
to pay tbe prevailing high rate, labour may not be as effective there 
as in the dominant industries. That country will cease to produce 
those things because its comparative advantages are not the greatest. 
If, in any industry, any grade of labour is paid a very low rate of 
wages, it will tend to export those goods in which tliat labour is used. 
But if all wages are lower or higher, that would not affect the course- 
of international trade. ' 
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Non-competing groups and International Trade: In the 
theory of international trade, we have assumed that within a country, 
labour is reasonably mobile, and so the relative 
Does the presence of (,£ ^gges are adjusted to relative efS- 

modify the course of S different groups of labourers. 

Ttrade? ' ” 10 daj^s of labour produce 30 mds. of wheat 

and 15 mds. of rice, labourers -engaged in 
wheat production and in rice production would get wages in the ratio 
■of 2 to 1. We assume that such is the fact But suppose owing to 
the presence of non-competing groups, a particular group of labourers 
is getting either higher or lower wages than the prevailing rate for 
labour of the same efficiency. How will the -course of international 


trade be affected by the presence of these non-competing groups? 

If, owing to tile absence of mobility, any group of labourers are 
in receipt of very low wj^es, that country will possess a comparative 
advantage in the production of those goods in which tiiat group is 
employed. The money expenses will be lower than elsewhere. In 


such circumstances, those goods will tend to be exported, and the course 
of international trade ivill be affected. Such was the situation in the 


•chemical industries of Germany before 1914. Because of the spread 
of scientific education, the number of chemists in Germany was very 
large and they were therefore forced to accept low wages. The pre- 
valence of this low level of wages for chemists gave Germany a 
comparative ad-vantage in the production of chemical goods which were 
•steadily exported. 

But if, in other countries also, there were similar groups of 
labourers (for example, chemists), receiving low wages, the com- 
parative advantage of the first country due to lower money wages will 
he met by similar advantages of other countries. Relatively tliercfore, 
the position of no country ivill be worse or better in terms of money 
expenses. And the course of trade will be determined as before by 
the comparative efficiencies of production. Thus, if the various non- 
•competing groups are in the same relative position in the different 
-countries, their presence would not seriously modify the course of trade. 
But if the relative positions of the different groups are different in 
two countries, — ^for example, if chemists as a group receive lower wages 
in Germany and higher wages in the U. S. A. — ^the course of trade 
would be affected. "But in fact, the phenomena of social stratification 
are not widely divergent. Non-competing groups on the whole are 
arranged in tlie same series of grades in different countries.”* Hence 
the course of international trade will not be materially affected by the 
presence of non-competing groups of labourers. 

The Protectionist Controversy; The protectionist controversy 
•is as old as economic theoiy. Tlie desire to protect oneself against 
■foreign competition has always been present in one form or other. At 


♦Taussi's. Princililes, Vol. II. 



' IMTERNATIONAL TRADE ' 321 

heart, we are all protectionist and would not like competition in any 
sphere of life,, much less from the 'detestable’ foreigners. Though a 
much-discussed topic, there is still some hazy thinking around tliis old 
question of Protection vs. Free Trade. This section will therefore be 
devoted to' a consideration of tliis problem. 

Free Trade: Free trade means simply freedom of inter- 
national trade. It connotes an absence of any artificial impediment or 
restriction on tlie course of trade liiat would naturally follow between 
nations. 

Free trade is the natural corollary of the law of comparative 
costs, — ^nay, of the division of labour itself. Foreign trade is like 
domestic trade; the freer each is, the greater will be the gain of both 
tlie parties. ' Just as because of the . freedom of internal trade, 
a person is able to buy in the cheapest market Md sell in the dearest, 
so free international trade will ensure that a country will buy in the 
cheapest market. The rationale of free trade depends on two pro- 
positions. First, the labour and capital of a country, if not hindered 
by government regulations, would tend to flow to those industries 
where they can be applied to the greatest advantage. Secondly, the 
total production of the world and of any individu^ country will be 
maximised if each country applies its capital and labour to those 
industries in which it possesses_ the greatest comparative advantage 
and then exchanges these products for articles which it cannot produce 
as cheaply as otlier countries. In the long run, therefore, each will gain 
under freedom of trade. "The fact of trade establishes an over- 
whelming presumption that the commodities obtained from abroad in 
exchange for exports are so obtained at lower cost than that which 
the domestic production of their equivalent would entail. If this were 
not the case they would not be imported, even under Fre6 Trade.’’* 
The third proposition in favour of Free Trade is based on the defects 
of protectionist argumeiits. 

Protection: The theory of protection implies that the domestic 
industries are to be sheltered against foreign competition by govern- 
ment regulations. _ Protection may be given in a variety of ways, of 
which the two most notable policies are the imposition of duties on 
foreign goods and the payment of bounties to domestic industries. 
Leaving aside tiie question which one of them is better, we shall now 
discuss the proposition whether the policy of protection is at all good. 

Arguments for Protection: Most of the pleas for protection 
are coloured by prejudice rather than by reason, by non-economic con- 
' siderations ratlier than by strictly economic arguments. Many of them 
are therefore easily refuted. We shall try to review, them one by one. 

*Vincr. "The Tariff Question and the Economist." Quoted in Beveridge. 
Tariffs. P. 15. 

21 
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The most common argument is tliat of "keeping money at home." 
"When we buy manufactured goods abroad, we get tlie goods and the 
‘Keeping money at foreigner gets the money. When we buy the 
home.’ manufactured goods at home we get both the 

goods and the money.” This famous saying 
of Robert Ingersoll, often wTongly attributed to Lincoln, provides one 
of the most popular arguments for protection. The implications of this 
policy are never candidly faced. Since we buy from the foreigner 
instead of from tlie home producer, the presumption is that the fonner 
is offering goods at lower prices. Buying at home would mean buying 
in the' dearer market. As consumers therefore we would suffer.- ”We 
may of course agree to undergo this loss for tlie sake of other 
considerations. But that is a separate question. 


The next argument is the famous balance of trade argmnent. It 
is the old mercantilist idea that the object of foreign trade was to amass 
Balance of trade And for this purpose exports should 

argument “ encouraged and imports checked so that 

other countries arc forced to send gold to our 
country’- It is obvious that if all countries simultaneously followed this 
idea, none would gain. If everybody becomes anxious to sell, and no- 
body to buy where would we all be? Money or gold is not wealth. 
Our prosperity depends, not on the amount of gold in our possession, 
but on the facilities for obtaining goods at clicapest prices. And inter- 
national trade is the agency through which we get goods at clieapest 
rates. Moreover, in long run, exports and imports must balance, and 
no country' can go on exporting while shutting out imports. 


Ne.xt comes the home market argmnent, mostly used in American 
tariff controversy'. It is a corollary to the idea of “keeping money at 
home.” Protection would increase tlie num- 
Homc marlict argument bcr of persons engaged in protected industries 
and they would provide a good market for 
the products of other industries. But protection, by airtailing imports, 
would lead to a decrease in exports, and the other industnes would 
therefore gain a home market by losing a foreign market. 

The a’ttgcs argument comes next. It is claimed that a country' 
with high money' wages would be undersold by another with low iiages. 

Hence the former country must be pro- 
tVages argument tcctcd against tlie latter. 'The fallacy' of this 

line of reasoning has already' been pointed 
out. Another form of this argument is that protection would tend to 
make wages high. As a result of the tariff, imports will be checked; 
gold will flow into the country and the price level will rise. Money ' 
wages would also rise. But because of the rise in prices real wages 
would actually be lower. High wages arc the results of high produc- 
tivity. 'Whatever lessens the productive efficiency of the country would 
lessen wages. Protection, by' diverting labour and capital from tlie 
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most profitable industries would lower “general productivity, general 
prosperity, general wages.” 

Protection is often advocated for "eqmlising the cost 0 / production” 
of home and foreign countries. If the domestic costs are higher than 
foreign costs by (say) 10 per cent, impose a duty of 10 per cent on 
imports. Thus place both on the same footing, and let them com^e 
on equal terms. This argument has “an engaging appearance of fair- 
ness.” But strictly followed, it would mean that the higher the 
domestic costs, tlie higher must be the duty. In other words, the least 
efficient industry woidd secure the highest protection. Carried to its 
logical ■ conclusion, it would mean tire annihilation of all trade; for 
international trade_depends on the comparative differences in costs. 

The really serious argument for protection is the injant industries 
argument, first staled by List. The central idea is embodied in tile 
. . ■ saying; "Nurse the baby, protect the child, 

jurat * free the adult” A country may possess great 

natural advantages for the development of 
particular industries. But owing to the competition of well-established 
foreign rivals, it may be dilficiilt for those industries to grow up. 
Beginnings are always difficult If, during the initial stages, these 
infants are sheltered against foreign competition, they may eventually 
be able to grow to fidl stature and face die world with confidence. 
Protection, though it will inflict losses for the time being, will ultimately 
prove beneficial owing to the successful development of these industries. 
The theoretical validity of this argument is not denied by free traders. 
But this would justify the levy of temporary protective duties. Pro- 
tection however tends to become permanent. "The infant industries 
never feel themselves grown up; if they grow up at all they devote 
their manly strength to fighting for bigger and longer protection.”* 

Protection is also advocated vdth a view to diversify industries in 
a country. Such diversification of industries is advocated on several 
grounds. First, it would lead to national self-sufficiency — an argument 
of great military significance. Secondly, a large number of occupations 
will lead to an all-sided utilisation of the physical and mental faculties 
of the people. Lastly, diversification of industries is advocated on the 
ground that it would enable a cormtry to avoid the risk of depending 
on a single industry or a group of industries. A country, like an in- 
dividual, should not put all its eggs in one basket. These arguments 
are mostly non-economic. National self-sufficiency may be a necessity 
on grounds of defence. Defence is of course greater than opulence. 
But here we agree to undergo losses for the sake of military safety, and 
that is a separate question. Moreover, the argument about the 
diversification of industries misses the real point. Increase of employ- 
ment does not mean that prosperity will be increased. "The gcy of 
■economic effort is not employment, but wealth.” ProteefiOn - by 


♦Beveridge. Tariffs. P. 103. 
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diverting labour and capital to less productive uses will decrease 
general productivity and general prosperity. 

The legitimacy of giving protection against the dumping of goods 
by foreign countries is admitted by most free traders. Such dumping 
means unfair competition and it disorganises domestic industries. But 
if dumping is permanent, no objection should be made against it. But 
most dumping is sporadic, i.e., for temporarj' periods; There is no 
Damping and protee- doubt liat sucb dumping is injmious to the 
tion. domestic mdustaes, and it is perfectly justifi- 

able to levy anti-dumping duties against such 
dumping. But since the dumping is temporary the duties should also 
be temporary. It is, however, the universal experience that protective 
duties once levied are seldom taken off. And “permanent tariffs, in 
the long run, are as certainly an impoverishment of the countries which 
they hold apart as are froara seas or rockbound coasts.’’ 


The political evils are no less serious. The protected industries, 
instead of turning their attention to improving their organisation, apply 
their energies and money to bribe the legislators into passing tariff 
laws. Tariffs therefore grow like snow-balls and corrupt the body 
politic. Once levied, they are not easily taken off and they remain a 
permanent burden upon the country. Most of the femiliar arguments 
for protection are hopelessly wrong. They find a happy breeding 
ground in the dark recesses of the prejudices of economic nationalism'. 


Protection and unemployment : Protection has often been 


advocated as a cure for unemployment The restriction on foreign 
imports will lead to the expansion of domestic industries. The result 
iviU be that more unemployed people will be absorbed in those industries. 
But it is often forgotten that a restriction of imports would ultimately 
lead to a restriction of exports. So while employment may increase 
in tlie protected industries, there will be unemployment in the export 
industries. Hence there will be no net increase in employment. 

In recent times, Keynes suggested hvo- ivays in which protective 
duties might be expected to result in a net increase of employment if 
the volume of exports could be maintained at the old level. First, if 
the country levying the protective duties, advances more loans to foreign 
countries, its exports can be maintained at the old level, and so the 
increase in employment in the expanding domestic industries wiU not 
be offset by unemployment in the export industries. Secondly, 
exports can be maintained at the old level, if bounties are given to 
exports from the proceeds of the import duties. 

As regards the first method, of course it is true that exports can 
be maintained by increased lending to foreign countries. But then a 
substantial part of the capital resources of the home countty would be 
diverted to foreign lands. This might 'result in a diminution pf 'home 
investment. Moreover such a policy would not be a wise one. 
Restriction of imports from foreign countries ivill mran that we are 
curtailing their ability to sell goods. This will result in a diminution 
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of their prosperity. Would it be a wse policy to advance more loans to 
such countries ? As regards the second method, a general export 
bounty would only result in retaliation by other countries which would 
take steps to levy anti-dumping duties. There is very little chance of 
maintaining the volume of exports by these metliods. Thus while it may 
be possible to build a case for protection as a (Uire for unemploy- 
ment, such schemes are not practicable in real life. 

If we study the real causes of unemployment, we shall see that 
tariffs cannot be expected to remove any of those causes. Unemploy-- 
ment may be due to, first, seasonal fluctuations in trade and industry. 
No one ciabns that these are removable by means of tariffs. Secondly, 
it may be due to the cyclical fluctuations of the industry. Trade C3rcles 
are an important factor causing unemployment. But they are not 
remediable by protection. Heavy protection has not enabled America 
to escape the ravages of the last trade depression. Thirdly, it may 
also be due to the changes in the industrial structure consequent on 
the adoption of new inventions and newer methods of production. 
Protection is clearly imavailable as an instrument to stop the wheels of 
progress, nor is it desirable, that it should be so adopted. Lastly, it 
may also be due to the unmohility of labour, or to fire fact that the 
level of wages is maintained at a higher level in the country. .Under 
such circumstances, "greater flexibility and detailed readjustment of 
wages are needed rather than a concealed attack on wages, through 
rising prices.” Protection will not go to the root of the trouble, but 
will accept and perpetuate the rigidities from which the trouble is 
coming. 



CHAPTER 41 
FOREIGN EXCHANGE 

What is Foreign Exchange ? The term, ‘foreign ^change’ is 
•used ill a varietj' of senses. Sometimes, it is used to iriean bills of 
exchange, bMlcer’s drafts, etc., pa 3 ^ble in a foreign centre.' In German 
language, this is denoted by the expression, ‘devisen.’’ It -is also used 
to mean the actual rates of excliange; for example, whra it is said 
tliat tlie foreign excliange is favourable. It also refers to tlie mechanism, 
or the vyays and the means by which the paj'inents in connection with 
international trade are transacted. We shall use the term in this sense. 
Just as in tlie domestic transactions, cheques are used, so in the 
international pa}'ments, bills of exchange and banker’s drafts are used. 

How payments are made ? Payments in international trade 
are generally made through bills of exchange and banker’s drafts. A 
bill of exchange is an order draivn by a person upon a bank or anotlier 
person, asking tlie latter to make certain payments to a third party. 
Suppose an Indian jute merchant A has exported jute of tlie value of 
Rs. 1,000 to an English merchant S. Also another Indian merchant 
C has imported textiles of the value of Rs. 1,000 from D, an English 
merchant. If the transactions are settled by 
CVeration of a bill of . g sending gold to A and by C sending gold 
to D, that would mean double expenditure 
in the cost of carriage. But suppose the Indian exjwrter draws a 
bill on tlie English importer and selb it to die Indian importer. The 
Indian importer, in his turn, buys the bill and sends it to the English 
exporter who presents it to die English importer and receives payments 
from him. Tims without any movement of money, the two debts are 
settied by a bill. This is die way by which bills are used to finance 
foreign trade. In recent times, the use of bills is deceasing, and 
setdcments are now made by means of banker’s drafts or cable 
transfers (in die case of urgent pajunents). Tlie importer goes to a 
bank, bu 3 'S a draft and sends it to die exporter. The latter presents 
it for payment to the foreign branch or agent of the bank. 

Bills may he "sight” bills, or "long” bills. A sight bill is a bill 
pa)'able at sight, i.c., on presentation. A lo/ip bill is paj^ble after a 
certain period, mostly M days after presentation. If the importer, or 
an accepting house on his behalf mites “accepted” on die face of the- 
bill and signs his name the bill is said to be "accepted.” The acceptor 
then becomes liable for paying the bill. If the bill is sold in the money 
market, it is said to be “discounted." The seller receives the face 
value of the bill less die interest at an agreed rate for the currencv- 
of the bill. 
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Baknce of payments : It is necessary to know the items 
for which payments are likely to be made to, or received from a 
foreign country. First of all, a country has to pay to others on account 
of the goods it has brouglit from them, i.e., on account of the imported 
goods. It will also receive payment from other countries on account 
of the goods it has exported to them. In addition to goods, a country 
also exports or imports services. These consist chiSiy of shipping, 
banking and insurance services. If we utilise the services of foreign 
shipping, foreign banks or insurance companies, we shall have to pay 
to these countries for the service rendered by them and vice versa. 
These constitute the second item in the balance of payments. Thirdly, 
we sliould include the expenditure incurred by tourists in our country 
and by us in foreign countries. When American tourists travel through 
India, we are exporting the goods (consumed by them) and the sights 
(enjoyed by them), and so shall receive payment from them. On 
fte o&er hand, when Indians are touring in foreign lands, we have to 
pay to these countries. Fourthly, there are also miscellaneous items of 
payments, e.g., charitable contributions made by one country to another. 


immigrant’s remittances, etc. Good examples of such remittances are 
furnished by the sums sent every month by the British civil servants 
working in India for the support or education of their families in England. 
India has also to pay large sums to England to meet the expenses in- 
curred by the Indian students in England. Similarly, the remittances of 
the Government of India to meet the expenses of the Secretary of State 
for India-in-Council, or of the High Commissioner for India, etc., fall 
in this head. Tributes, indemnities or reparations made by one country 
to another often give rise to the necessity of making large payments. 
Fifthly, if a country has invested large sums of money in foreign lands, 
it will receive interest payments from them year after year. Conversely, 
a borrowing country will have to pay interest to the lenders in foreign 
countries. Sixthly, a country will have to pay to another country 
immediately if it has granted loans to it as it will have to transfer the 
loan. .A borrowing country will have to transfer large sUms of money 
to the lendei;s at the time of repayment of loans. Lastly, a country 
will receive payments from others if it has succeeded in sdling its own 
securities to foreign nationals. Conversely, it will have to pay if -its 
own nationals have purchased securities of foreign countries. 


A complete list of these items on both sides is called the balance 
of accounts, or the balance of international indebtedness. Various 
classifications have been applied to these items. The most common 
classification is to divide them into visible and invisible items. The 
visible balance consists only of goods that are exported or imported. 
The other items are regarded as invisible. The visible balance of 
exported and imported goods is sometimes known as the balance ^ of _ 
trade. This balance is regarded as favourable when the value of 
exported goods exceeds that of imported goods'. This expression is 
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a relic of mercantilist days when an excess of exports was considered 
favourable as it brought gold from foreign countries. So an excess 
of imported goods over exports was regarded as unfavourable as then 
the country would have to send gold to pay for the excess. But a 
favourable balance of trade does not always indicate that the country 
will get gold from others. It may simply mean that it is a debtor to 
others on other items in the balance of payments. It may be a borrow- 
ing country, and so has to pay laige sums to others in interest; or it 
may be using tlie services of foreigners in banlcit^, shipping, etc. So 
it has to send excess quantities of goods to others to pay for these 
items. 

Equality of exports and imports. While the balance of trade 
of a country may thus be favourable or unfavourable, its balance of 
payments cannot be so. If a complete account of all items of payment 
made and received by a country is carefully prepared, all the items must 
balance one other. In the case of an individual, the income and 
expenditure must balance during a given period. If, however, the 
expenditure e.xceeds income, then he mufet 
In what srase is it either be drawing upon his previous savings, 
borrorving fram ithers. If his inc^e 
exceeds his expenditure, then he is saving. 
In any case, his Income f/ns or minus loans or savings must be equal 
to his expenditure. Similarly in the case of a country. If the ^y- 
ments received by a country from others exceed (or fall short of) ^e 
payments it makes to them, then it must be accumulating (or drawing 
upon) balances in foreign countries. In other words, it is lending (or 
borrowing or drawing upon preriously accumulated) balances to these 
countries. So its other receipts plus or fiiinus loans or savings must 
be equal to its payments. 

It is in this sense that we say that exports of a countty must be 
equal to its imports. Exports of goods may exceed or fall short of 
imports. This fact of a favourable or unfavourable balance of trade 
does not falsify the statement. Exports and imports include all items 
in the balance of payments. Thus exports include not only goods, 
but such items as sendees of various kinds, loans, tourist expenses, 
charitable payments, indemnities, etc. All these items must balance 
one another. 

How does such a balance ahva}'s balances itself ? Suppose that 
a country’s receipts from others exceed its payments. The indiriduals 
of that country who will receive foreign payments sell the foreign 
currency to their banks, and recave local money in ^change. Aftei 
the transactions are complete, what .will happen is this that the banks 
of the country will accumulate larger balances in foreign countries. 
If they keep these balances in foreign centres, they will be lending 
the money to the latter. In any case, its recapts (including the loans) 
will be equal to its payments. The balance sheet still balances. If, 
next, the banks withdraw their balances from foreign countries, the 
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latter will send gold to tlie former. Gold will move into that country. 
The reserves of the banks increase. So they len^ more mon^ in the 
market, and lower the rates of interest This stimulates investment 
and causes an increase in money incomes. Prices will rise in that 
country. Because of higher prices, its exports will decline, while 
imp^s will increase. Ultimately the two tvill thus balance. 

How the Rate of Exchange is determined? ■ The rate of 
exchange is the ratio at which the domestic currency can be exchanged 
against foreign currency. The actual rate of exchange is determined 
under stable currency conditions by the demand for and the supply 
of the foreign currency. The latter is in its turn dependent on the 
balance of indebtedness. Hence it is argued that the actual rate of 
exchange is determined by the balance of indebtedness of a country. 
If the balance is unfavourable, i.e., if the country imports more than 
it exports, the demand for foreign currency will increase, and the 
rate of exchange will fall. And . the converse happens when the 
balance becomes favourable. This is known as the Balance of Trade 
Theory. That the immediate influence determining the rate of 
exchange is the balance of payments, no body would deny. But this 
furnishes only a very superficial explanation. Why the volume of 
exports and imports is so much and not more ? Why the balance 
becomes favourable at one time and unfavourable at another ? In 
other words, what, are the forces determining the balance of trade and 
therefore the exchanges ? So the foreign exchange theory should 
explain the causes which determine the balance of payments. Moreover, 
the balance of payments is often the result rather than the cause of 
exchange rates. In cases of paper standard, first the rates of exchange 
inove and then the latter influence suitable changes in the balance of 
trade. The theory therefore cannot furnish the real causes determin- 
ing the rates of exchange. 

Purchasing Power Parity Theory : Rediscovered rather than 
invented, the tlieory has been popularised during the inter- 
ivar period by Gustav Cassel, the Swedish economist. According 
to this theory, the rates of exchange betiveen two countries are 
determined by the relative price-levels. TJi'e actual rate of exchange 
must be such that the same amoimt of purchasing power, when ex- 
dianged at that rate, must buy the same amount of goods and services 
in both the countries. If," by spending Rs. 15, 
^ The rate of wchaiige g 2 j, I,^y ji,e same amount of goods in 
levels ^ '’“y £1 in England, 

the rate of exchange between England and 
India will be Rs. IS to £1, i.e.. Is. 4d. per rupee. “This is easily seen 
if we reflect on the fact that the price paid in a foreign currency is 
ultimately a price for foreign commodities, a price which must stand 
in a certain relation to the prices of commodities on the home market. 
Thus we arrive at the conclusion that the rate of exchange between 
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two currencies must stand essentiaUy on the quotient of the internal 
purcliasing powers of these currencies.”* 

The rate of excRange determined in relation to the price-levels is- 
known as the “Purcliasing Power Parity”. This is a norm round: 
which the actual rates of excliange will vaiy. So long as the relation- 
ship betiveen the two price-levels remains unchanged, the rates of 
exchange will tend towards the parity. But it should be noted that 
this parity is not a fixed par like tiie gold points. It is a moving par,. 
— changing with changes in the price-levels. 

But it is usual for tlie price-levels of the different countries to 
remain at different levels. Hence it is difficult to compare .the general 
price-levels of the countries without assuming a standard or a base 
year. ^ 1913 is generally taken as the base year. The relationship in 
the different price-levels and the rates of exchange in that j^ear are 
taken as normal. If the relationship behveen toe two price-levels 
changes, the rates of exchange will also change in the same proportion. 
As an illustration, let us assume tliat the index-number of prices in 
the U. S. A. was one and half times greater than that in England 
in 1913, and that the rate of exchange was 4-8 dollars to the pound. 
Suppose in 1914 the price-level in England has doubled, that of toe- 
U. S. A. remaining the same. The rate of exchange will be 2-4 dollars: 
to one pound. The -value of toe pound in terms of dollar ivill be 
halved as the English price-lev'el has doubled while American prices- 
are the same. 

It should be noted that the purchasing power parity is determined 
by comparing tlie general price-levels and not toe price-levels of inter- 
nationally traded goods. The prices of exports and imports must 
remain at the same level in every country (barring, of course, cost of 
transport, tariffs, etc.) Moreover, they are often the result of changes 
in exchange rates. Hence it is easy to verify toe theory by comparing 
the International Standards (i.(r., the price levels of international 
goods). And the prestige and the so-called -v^erifications of toe theory 
from a comparison of the existing -wholesale index numbers are due 
to toe fact that toe latter are overloaded with internationally traded 
goods.f But the parties should be "measured only by general index: 
figures representing as far as posable the whole mass of commodities 
marketed in tlie country”. AVhen this is done, toe actual rate of 
exchange will not always be the same as the parities thus determined. 
In the short period, prices of domestic goods ma)' move in a 
different direction from ’tlie prices of foreign trade goods. And the 
actual exchange rates will not conform to the parities. In the long 
run, of course, the rates of exchange and the price-levels -will tend to 
move in the same direction; and the theoiy' may, tlierefore, hold good 


♦Casscl, “Foreign Exchanges.” Article in the Encyclopwdia Brilaimica^ 
13 Ed., First Supplementary' Ahlurae, P. 30S6. 
t Keynes. Trealist on Money. Vol. I. P. 73. 
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only in the long period.* Moreover, many items of the balance of 
payments, e.g., insurance and hanking transactions, capital movements, 
etc..' arc affected very slightly at all by changes in the general price- 
levels. But they influence the exchange-rates and their influence mav 
drive the rates in a different way from that shoivn by a comparison of 
tlie index numbers. They are important determinants of the exchange 
rate, but in Cassel's theory their operations are neglected.f 

The theory' is really an explanation of monetary adjustment, and! 
states tliat if the essential conditions of international trade remain 
unchanged, foreign exchange rates will reflect the price-dianges. But 
like the famous “other tilings” of quantity theory, the conditions of 
international trade never remain tlie same. In particular the barter 
terms of trade are constantly clianging owing to changes in the demand 
for foreign goods, changes in the conditions of supply of exported 
goods either produced at home or abroad, changes in the volume of 
foreign loans, changes in the costs of transport and in every item in the 
invisible balance, of trade. If the barter terms of trade change, the 
relationships between tlie price-levels of the different countries change, 
and the parities determine by comparing the former price-level rela- 
tionships will fail to reflect changes in exchange-rates. The theory is 
thus true, only jmder circumstances when the terms of trade. do not 
diange. 

Fluctuations of the rates of exchange ; The actual rates of 
exchange fluctuate above and below the mint par. What are the causes 
whidi influence the movements of the rates of exchange ? They may 
be grouped under two main heads ; — ^the demand and supply of foreign 
currency, and the currency conditions. The demand and supply of 
foreign airrency arises from tliree sources: — (1) Trade conditions, 
(2) Stock Exchange influences, and (3) Banking influences. 

(1) The demand and supply of foreign currency are dependent 
primarily on the volume of exports and imports. When exports are 

greater than imports, the foreigners owe to us 
Trade conditions. a greater sum than we owe to them. Their 

' rate of exdiange moves in our favour. Con- 

versdy, when imports are greater than exports, the demand for foreign 
currency is greater than the supply and the rate will fall. Among- 
exports and imports, we must indude not only goods, but the invisible 
items, because these also give rise to the demand for and the supply 
of foreign currency. 

(2) Stock Exchange influences include the payment of loans, 
interest, and repayment of loans, the purchase or sale of foreign 
securities by home investors, or of home securities by foreign investors. 
When a country gives loans to another, the loans have to be transferred 

* Keynes. Tract on Monetary Reform. 

fOhlin. Inter-regional and Inlemalional Trade, p. S4S. 
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into the foreign currency. Its demand for foreigrn currency increases, 
and the rate of exchange moves against it. 
inluraces^*’”^ Similar!}', when home investors buy foreign 

securities, or home securities are sold by 
foreigners, the rate fells. But when the loans are being repaid; or 
when the foreigners' buy domestic securities, the demand for home 
currency on their part rises, and the rate of exchange rises. 

(3) Banking influences include the purchase and sale of banker’s 
drafts, traveller’s letters of credit, arbitrage operations, etc. When a 
bank issues a draft or a letter of credit, etc., on a foreign brandi, the 
demand for foreign currency rises, and the rate of exchange falls. 

Bank Rate is also an important influence on 
Banking influences. the rates of exchange. Wien it is high (i.e., 
in relation to other centres), foreigners will 
send funds to that country to earn tlie high rate of interest. The 
demand for home currency rises and the rate of exchange moves up. 
Opposite happens when the Bank Rate is lowered.. 


(b) Currency conditions. The conditions of currency in a 
country also exercise important influences on the rates of exchange. 
If there is a chance that the currency will depreciate, due to (say) an 
over-issue of paper money, the demand for that currency will fell off, 
since no body wants to transfer his funds into 


Currency conditions. a currenty whose purchasing power is 
depreciating. The rate of exchange will 
therefore rise, and may jump up to abnormally high figures if there 
is a "flight from the foreign currency,” i.e., if the foreigners, not liking 
to invest their funds in fteir home currency, hasten to transfer them 
to foreign countries where purchasing power is more stable. Similarly, 
when the currency of one country is based on silver and another on 
gold, the rates of exchange will depend on the gold price of silver. 
Besides these, many other causes influence the rates of exchange, viz., 
the political conditions, the growth of speculative sentiment, etc. 

Limits to the fluctuations of exchanges: When both the 
countries are on gold standard, the actual rates of exchange will 
fluctuate around the mint par of exchange within limits fixed by the 
gold points. The mint par is determined by the amount of pure gold in 
the coins of each count^. One gold sovereign, for example, contained 
as much pure gold as 4-86 dolfers in pre-war days. The mint par 
between England and America was therefore 4-86 dollars to the pound. 
The rate of exchange is said to be at par when it is, the same as the 
mint par. The rate of exchange -will however fluctuate above and 
below the mint par. The limits to the fluctuations in the rates of 
exchange are fixed under gold standard by the gold or, specie points- 
Though by sending one gold sovereign, we could have obtained 4-86 
dollars, there were certain expenses in connection with the shipping 
of gold. In addition to the trouble of sending, the gold exporter 
would have to pay charges for freight, insurance, etc., and would lose 
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interest during the period of transport. The actual sum to be paid 
on account of these charges may often be considerable. The actual 
gold export point is therefore determined by adding the shipping 
expenses, etc., to the mint par. Similarly, the gold import point is 
found by subtracting the shipping expenses from the par. The 
merchants will buy bills in order to make payments to foreign countries, 
so long as the price of bills is within the gold points. But if the price 
of bills is higher than the gold export point, they will send gold 
instead of sending bills. Similarly, when the rate of exchange touches 
the import point, gold will be imported. Unlike the mint par which 
is stable so long as the gold contents and tlie fineness of the coins are 
not changed, Ae gold points are variable according as the cost of 
freight, insurance, etc., increase or decrease. In recent times, owing 
to the development of aeroplane transport, the time taken to send gold 
has been shortened. So some saving is made on account of interest. 
Moreover, the freight, and insurance charges are not higher. Hence 
the gold points have become narrower. 

A coimtry is said to have favourable exchange when the rate of 
excliange is near the gold import point; it has unfavourable exchange 
when the rate is near gold export point. When we have imported more 
and exported less we shall have to pay the foreigners for the imports 
sending gold or other funds. The exchange is then said to be 
unfavourable. Conversely, when our exports are greater than our 
imports the foreigners must pay us by sending gold. The exchange 
is then said to be favourable. 


When both the countries are on inconvertible paper curreniy, there 
are no gold points. The mint par is replaced by the Purcliasing 
.. , Power Parity, determined with reference to 

currency countries. Unlike 

tire mint par, the purchasing power parity is, 


a moving par, changing in response to every change in the prices. 
Though there is a par of exchange, there are, however, no limits to 
the fluctuations in toe rates of exchange. The latter rvill fluctuate in 
accordance with every change in the demand and supply of foreign 


currency. 

Ricardian theory of Gold Movements : It was the classical 
theory that the predous metals were automatically distributed among 
the Afferent countries according to their necessities of trade. This 
tlieory is attributed to Ricardo who stated, "Gold and Silver having 
been chosen for toe general medium of drculation, they are, by toe 
competition of commerce, distributed in such proportions amongst the 
different countries of toe world as to accommodate themselves to the 
natural traffic which jvould take place if no such metals existed and 
trade behveen countries were purely a trade of barter." Suppose toe- 
trade and production of a country have expanded, while its supply of 
gold has remained the same. Such an expansion of trade without M- 
expansion of the currency would cause the prices to fell. That is. 


) 
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the value of gold rises in that country. The lower prices will make 
that country a good place to buy and a bad place to sell, and so its 
exports will increase and imports tvill decrease." Gold will therefore 
be imported into that country. As gold is imported, the prices ivill 
rise in that country and fall in others until the exports and imports 
balance and gold movement ceases. Thus through international trade 
and the mechanism of foreign exchange, gold will always tend to flow 
where it is needed, and there will set in a tendency towards price 
stability betrveen countries. 

There are of course other implications of the Kicardian theory. 
JFor example, it implies that money is merely a colourless medium 
■of exchange and the introduction of money does not modify the course 
of trade between countries. But here we shall neglect that aspect. 
The gold movements are therefore, according to Ricardo, based on 
goods, and there is an automaticity about tire whole affair. Recent 
•events have shaken the truth of this statement. ■ Gold movements are 
not due solely to the changes in the conditions of trade, neither is 
there any automatic connection behveen the gold movements and the 


pnces. 

Gold movanents are now-a-days caused, firsf, by the rise or fall 
■in the price level -and the resulting fevourable or unfavourable balance 
_ t ■ of trade ; secondly, by the international move- 
anSs*'* ” move- qj funds, and lastly, by psyAological 

causes like the distrust of the investors. 


There exists in any financially developed country a great volume of 
-funds wliich is usually invested for very short-periods. This is known 
as the international short-loan fund. Its volume Has recently increased 
•owing to the unwillingness of the investors to invest in long-period 
securities, lest the value of their savings would fall on account of the 
•depreciation of the currencies'of the world. These funds move behveen 
the different international centres in accordance with the rates of 
interest prevailing in those countries. If the rate of interest is higher 
•in London than in New York, funds ivill move into London. They 


■are also caused by psychological causes. If, due to any reason, a 
feeling of distrust is generated in the minds of the investors as to the 
future of the sterling, these funds will move away from London. The 
movements of these short-loan funds will generate gold-flows which are 
in many instances unrelated to the trade conditions. 

Moreover, gold movements are no longer allowed to exercise their 
■proper "influence on the prices. By means of open market policy, the 
■central banks sterilise or offset the imports or exports of gold. In 
this way, tlie automatic distribution of gjild behveen the different 
■countries is impeded. The recent mal-distribution of the world's gold 
supply is an eloquent commentary on this lack of automaticity of gold 


■movements. , . , i 

Lastly, Ricardo assumed that the disturbances m the price level 
of a country, by causing a deficit or surplus in the balance of trade 
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■will be rectified by gold movements. But iiow-a-days the whole 
inachincr3’ of central banidng is intended to set limits to gold move- 
ments. When the balance of trade and the rates of exdiange tend to 
become unfavourable, the central bank raises its rate of discount. 
Foreign funds at once flow into tlie country (if there are no other 
■disturbing causes), and the rates of exchange become favourable 
tempomrilj’ without an export of gold. In this way, the mobility of 
the international short-loan funds and the changes in the central 
Iwnking practices have upset the Ricardian theory of the automatic 
distribution of the world’s gold supply. 

Loan payments in international trade : Following Cairnes, 
■we niaj’ divide the loan transactions into three periods: — first when 
the loan is being transferred, second when interest is being paid, and 
third when the loan is being repaid. Let us suppose that England 
li.ts advanced loans to the U. S. A. At tlie lime of negotiation, the 
exports and imports of each country Ixilanccd and the foreign cxclmnge 
was at pir. In this situation, the loan negotiation has been concluded. 
If the whole of the loan is spent in England in purchasing goods, the 
value of its exports will go up bj' the amount of the loan. Exports 
will increase dircctlj' and the loan will be transferred through move- 
ments of goods. But it the whole amount of the loan is not so spent, 
England would liave to transfer the sum to the U.S.A. and for this 
purpose the demand for dollars in tenns of sterling will rise. The 
value of sterling in terms of dollar will fall and the exchange will 
touch the gold export point. Gold will move out of England. Owing 
to the dcpicliou of the gold reserves, the Bank of England would raise 
its Bank Rate and would thus iimugurate a period of credit contraction. 
Prices and money incomes would decrease. The fall in prices would 
stimulate the volume of exports from England. As a result of these 
two movements, the balance of trade would become favourable to 
England and the loans would l)c p.iid. through increased exports. In 
the lofig run therefore, exports of England would be greater than 
imiMrts, the prices and raonc.v incomes would be lower. The opposite 
will happen in the U. S. A. Its imports will be greater than exports: 
prices and money incomes will also be higher. When interest would 
have to be jiaid, the borrowing countrv will tend to develop an excess 
of ex])orts over imports. During the third stage when it will have to 
repay the loans, the mechanism will now be reversed. The U. S. A. 
will now tend to develop an excess of exports over imports, prices 
and inonc\’ incomes will fall. The op|)ositc will happen in the case 
of England which will have a visible unfavourable balance and a higher 
level of prices and money incomes. This is the neo-classical analysis 
vcgiirding the mechanism of transfer of one-sided payments made by 
one countiy to another. According to this analysis (known as the 
pricc-spccie-flow mechanism), the lo,m or any piiyment made by one 
country to another will be transferred in the form of an excess of 
c-xports from the jjaying country. This excess of c,xports will develop 
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as a result of a fall in tlic prices in that country. But in recent times 
Ohlin and other economists have expressed doubts about the validity 
of this analysis. Loans are of course transferred tlirough an excess of 
exports over imports. But this export surplus tends to develop, not . 
because of changes in prices, but because of changes in the purchasing 
power of the two countries. When England grants a loan to India, 
this fact causes a -fall in the buying power of the people of England, 
and a rise in that of Indians. This is clearly obvious. When A 
borrows money his buying power increases, while that of his creditor 
decreases. Since the buying power of Englishmen decreases, they will 
purchase a smaller amount of goods than before, including smaller 
imported goods. Imports into England will tend to decline, while a 
large portion of domestic goods will be available for exports. The 
Indians will purdiase larger quantities of goods as they now possess 
more buying power. So they will purchase more imported goods at 
ousting prices, a large part of which may come from England. In 
tliis way, England will tend to develop an export surplus sufficient to- 
transfer the loan. It is not necessary that prices should fall in England, 
or rise in India. A change in the bujnng powers, consequent on the 
granting of die loan, is a sufficient condition for the emergence of the 
export surplus by the lending country. 

The truth probably lies in a middle position. There is no doubt 
that die payment of the loan causes a cli^ge m die buying powers 
(i.e,, a cliange in demand), and this will give rise to some amount of 
e-xport surplus. Tlierc have also occured on many occasions some 
shifts in the prices in the hvo countries which have facilitated the 
transfer of payments from one country to another. 

Exchange depreciation and exports : It has been claimed 
that the depreciation in the c-xclianges rates of a country would give 
a bounty to its exports. As a result of the fall in the rates of exchange, 
the producers of exported goods receive more money by selling didr 
goods in the foreign markets. Their costs in the form of wages do not 
rise at once, or do not rise as much as their rcccijjts do. They thus 
get an extra profit, a bounty. Thus so long as the internal prices and 
costs do not rise by the same percentage as the fall in die rates of 
exchange, this will pve a sdmulus to c.xports. 

But exchange depreciation may follow the internal rise^ in^ prices. 
The fall in the rates of e.xchange may be less dian die rise in internal 
prices. There will then ensue a bounty to imports, and e.xporte inay 
be checked. As Taussig has pointed out, "the events may take 

opposite course. Exchange may rise less than prices. .There 

is nothing in a-priori reasoning and nothing in the history of paper- 
money to lead to a presumption that the exdiange will rise faster or 
slower, more or less than prices.” Exchange depreciation diws not 
in itself lead to such rates of foreign c.xchange as will give a bounty 
to either exports or imports. 
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There are, certainly occasions wlien depreciating exchanges may 
give rise to a bounty to exports. If, as in Germany daring 1919-1924, 
tthe government issues large quantities of paper money and uses them 
to make remittances to forei^ countries, the rates of exchange may 
•move faster than prices. Harris has found, in his study of exchange 
•depreciation after 1931, that "statistical material gives support to the 
position that paper countries gained an export advantage.” 

But it should be noted that such stimulus is only temporary. 
Sooner or later, prices and costs ■will move in the same proportion as 
the rates of exchange, and the bounty ivill disappear. The producers 
of exported goods will not enjoy the bounty indefinitely, as compared 
with other home producers. Some of the latter will transfer to the 
•export industries. Exports will increase, and with them, the exchange 
■rates 'tvill go down. The more rapidly will the exports increase, fte 
.■sooner will the bounty ■vanish. 

Other factors must also he taken into consideration. As Harris 
has pointed out, "economic conditions abroad may play an important 
part. It is in fact necessary to study the supply and demand conditions 
idf each commodity. The demand for some may be elastic, and for 
•others inelastic. Further more, important shifts in demand will occur. 
Upon these and others will depend whether or not any particular 
•country’s ^orts will expand.”’" Moreover, such stiraums may not 
.■appear during the period when the exclianges are depreciating.. Anti- 
•cipating further depreciation, foreigners may at first postpone further 
purchases from the country with depreciating e.xchanges. If imported 
■raw materials are used largely in the production of exported goods, the 
-increased cost of the imports may offset the export advantage. Lastly, 
•devaluation of the currency is a game which can be played by every 
•country. If the other cormtries adopt similar currency policies, or if 
■they levy heavy anti-exchange-dumping duties, the effects may not be 
-lavb^ble in any ivay. 

‘Tforward Exchange : When both the countries have in- 
•convcrtible paper standards, there arc no limits to the fluctuations in 
the rates of exchange.' All foreign trade therefore becomes uncertain 
and risky. What are the methods available for eliminating these risks 
•of exchange? 

One method is to make all contracts with the clause, "exchange as 
per endorsement”. Tliat is, the rate of exchange is fixed in the contract 
.at which the debtors will have to make payments. The second method 
■is through a forward contract in foreign exchange. 

Tlie essence ■of a forward exchange contract is that a person who 
will have to make or receive payments in a foreign country after a 
certain period settles the rate of exchange with his bank. Suppose 
the Indian importer will have to pay the English exporter £1,000 after 

• Harris. Exchange Depreciation. 

22 ‘ 
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3 months. Unless he can know tlie actual sum of rupees that he wilt 
have to pay for getting £1',000, he cannot fix the prices of the imported 
goods for sale. He goes to his bank and buys fqnvard sterling at a 
rate agreed on now. That is, he settles the rate at which the bank 
will give £1,000, so that he can know beforehand how many rupees 
he will have 'to pay at the end of tlie period. Thus he is relieved of 
the risks of exchange fluctuations. ' The rates of fonvard /exchange are 
quoted in terms of "spot” rate, i.e., tlie rate actually prevailing on the 
date of contract. When forward exchange is quoted at a discount, it 
mean's tliat a greater amount of foreign currency can be obtained for 
home currency. \Vlien it is quoted at a premium, a less amount of 
foreign currency is available. 

What are the factors determining this premium or discount on 
the spot rate? The first is the relative rates of interest at home and 
abroad. Now in a forward contract, though the merchant is relieved 
of risks of exchange fluctuations, the bank has to bear tliem and it is 
not its function to assume unnecessary risks. The bank will try to- 
reduce its risks by transferring the required funds at once to the foreign 
centre. And this it will be eager to do if the rate of interest at the 
foreign centre is higher than the rate at home. For it will then be 
able to earn higher interest on its funds. Hence when- the rate of 
_ ■ . , . . interest on the foreign centre is higher than 

fonvMd”rate!'™'"'"*' domestic rate, the bank will quote forward! 

exchange at a discount. Sccotidly, another 
factor is the chance of “marrying” a contract. Instead of sending 
funds, the bank may offset one transaction with an opposite one^ 
While some merchants will want foreign currency, there will be others, 
who has command over foreign currency and want to sell it in exchange 
for hbme currency. Tlie bank will "many" the two contracts and' 
take foreign currency from the sellers and give it to the bu^ers^ 
thus running no risk. Thus if the liank has already bought forward 
exchange, it will quote favourable terms for selling fonvard. The 
greater the chances of manying a contrart, the _ more favourable 
will be the terms. Thirdly, currency conditions, vis., the possibility 
regarding the depreciation of the foreign currency, etc., ivill influence 
the determination of the rate. If the outlook regarding foreign currency 
is bad, the bank will be unwilling to buy such currency and will quote 
a premium. 

Exchange Equalization Account : After England went off 
the gold standard in 1931, it was felt that some device should be- 
adopted whicli would control the abnormal fluctuations in the rates of 
foreign exchange. As a result, an Excliange Equalization Account -wa^ 
established in 1932 to control the abnormal movements in the rates of 
exchange, and to insulate the internal monetary market from the effects/ 
of such movements. Aftenvards, when in course of time, France 
and America abandoned the gold standard, their governments also- 
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established special funds or Accounts to steady tlic fluctuations in the 
rates of exciiaiige. From tlic beginning’, the activities of these Accounts 
have been conducted under extreme secrecy, and an atmosphere of 
inystcr)* surrounds them. In this section, we shall disaiss the functions 
of the British Exchange Equalization Account, as the other Accounts 
arc worked more or less in the same tvay. 

The British Exchange Equalization Account is directly under the 
control of the British Treasury, and its day to day business is con- 
ducted by the Bank of England as the former’s agent. Its resources 
consist of Treasury Bills issued by the government, and gold purchased 
in the open market, or from the Central Banks of France and America. 
At the outset, the government handed over Treasury Bills worth about 
£175 millions to the Account. The amount was later raised to 
£575 millions in 1937. It b.id no foreign assets in the beginning. 
But the Bank of England sold some foreign assets whieh it had 
accumulated prcviousl)’. The Treasury Bills are renewed every three 
months. The main purpose for which the Account has been established 
is to buy and sell sterling in exchange for foreign currencies. When 
tlic foreigners want to transfer their funds into sterling, it is the business 
of the Account to sell sterling to these people, and thus prevent a 
.sudden rise in the sterling c.NcIiangc rate. Of course the authorities 
arc not supposed to use the Account to interfere with the secular and 
pennanent tendencies in the foreign c.Nchangc market. It will tr)’ to 
eliminate the tcmjiorary ups and downs in the foreign exchange rates 
due to the nctivitie.s of the speculators or the nervousness of the 
investors. In other words, it seeks to do away v'ith the adverse 
effects of an influx or efilux of "bad nfoncy" in the foreign exchange 
market. Its aim is thus to insulate the banking system from the 
foreign exchange market and to steady the rates of c.xcliangc as far 
as it is consistent with long-term trends. Thus the domestic monetary 
market and the foreign trade arc left undisturbed, and can proceed 
smoothly. 

.At first the Account purchased dollars in exchange for sterling 
.and influenced all other rates through the dollar-sterling rate. The 
dollars thus acquired were immediately converted into gold in New 
York. After 1933 when the U. S. .A. went off gold, the Account 
operated in francs, and converted them into gold in Baris. Things 
became diflicult when France alrandoncd gold standard. But the 
difliculty was avoided when the TrijMrtitc Monetary Agreement 
between England, France and the U. S. A. was signed in October, 
193(>. Under the Agreement, the three countries agreed lo buy from 
e.ich other their own currencies in exch.inge for gold during the next 
24 hours. 

The actual operations of the Account are loo complicated to_bc 
described within a short compass. Suflicc it to say that the teclinical 
apparatus for controlling the foreign exchanges and the bullion market 
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has been developed in an adequate manner. The efficiency o£ the 
system in neutralising or eliminating all temporary or speculative ups 
and downs in the foreign exchange rates cannot be doubted. But it 
should be remembered that it cannfit solve the more fundamental 
problem of effecting an equilibrium behveen the price and income 
structures of the different countries. 



CHAPTER 42 
TRADE CYCLE 

The course of oroductive activities, like the course of weather 
never runs smooth. It lias its ups and downs. A period of prosperity 
is generally followed b}’ a period of depression. 'Iliese fluctuations 
in business activities, — the sec-saw movements of booms and depres- 
sions — are known as the trade cycle, or the business cycle. “A trade 
cycle is composed of periods of good trade characterised by rising 
prices and lowj'jCmploymcnt percentages, altering with periods of bad 
trade characterised by falling prices and high unemployment per- 
centages.’’* Two tendencies stand out as prominent cliaracteristics 
of a trade cycle. It connotes first a fluctuation in the productive 
activities as measured by the figures of unemployment; second, a 
fluctuation in the price lc\'el. In the upward phase of tlie cyide, 
productive activities expand, unemployment is diminished, and prices 
ri.se. In tlie downward phase, productive activities are curtailed, 
unemployment increases, and prices fall. Generally two phases mark 
tlie occurrence of these cycles; — prosperity and depression; sometimes 
a third is also found between prosperity and depression, vis. crisis. 

The term "cycle" is applied to these fluctuations "because an 
excess movement in one direction tends to bring info operation not 
'only its own remedy but a stimulus to an excess movement in the 
other dircction.’’t Like the swing of a pendulum, a movement in one 
direction will automatically generate movements in tlie opposite 
direction. Periods of prosperity contain within them Ae seeds of the 
coming periods of depression. Moreover, these cyclical movements 
denote a certain amount of pcriodicit}'. There is a sort of regularity 
in the time intcrv,als betwetn the phases of the cycle. It was claimed 
in early days that the time usually occupied by a cycle was ten or eleven 
years. But the lime intervals arc far from regular. 

A few prominent cluaractcristics of the trade cycle may be noted 
here. First, the cycle is synchronic. That is, the upward and down- 
ward movements tend to synchronise or occur at approximately the 
same periods in all industries. When business is good in one industry, 
it gives more orders to others for ra^y materials, machineries, etc. It 
employs more labourers and the latter’s aggrcg^ite incomes are 
increased. These additional orders and additional incomes bring good 
trade to other businesses. Similarly, periods of distress in one 
industry spread to others. The trade and business of a country are 


♦Hawtrey. Trade and Credii. P. S3. 
tKc>'iics. Treafise on Afoncy. Vol. I, p. 278. 




so interconnected that a wave of prosperity or depression in one 
~ ^ , industry would soon generate a similar wave 

cyclef'^ ICS o a other industries. Secondly, these cydic^ 
movements are international in character. 


Throu^ the mechanism of international trade and. foreign exchange, 
businesses in countries are so inter-linked that a prosperity in one 
country will spread to, and be shared by others also. Thirdly, though 
the alternate movements of booms and depressions are shared by each 
industry, they are not shared in equal degree by all industries. It is 
a familiar fact that what are called “constructional industries, — ship- 
building, engineering and other industries making investment goods, 
experience -the largest fluctuations. During the upward phase, a greater 
part of the resources of the community is devoted to the production of 
investment goods, while during the downward phase, a smaller part is 
so devoted. The fluctuations are far -wider in industries making pro- 
ducer’s goods than in those making consumer’s. Lastly, tire cycles 
exhibit a clearly marked wavelike movement. And the different cycles 
are nearly similar to each other. “A ‘typical’ cycle constructed br' 
making as it were a composite photograph of all the recorded cycles 
would not materially differ in form very widely from any one of them. 
But this typical cycle is not an exact replica of any individual cycle. 
The rhythm is rough and imperfect. All the recorded cydes^^are 
members of the same family, but among them there are no twins.’’"' 

Causes of Trade Cycles : Various theories regarding the 
origin of trade cycles have been advocated. It is impossible to reviw 
them in the short compass of this book. We shall however take the 
main types of theories and discuss their appropriateness. Before 
proceeding to that, it is necessaiy to dispel one mistaken idea about 
the causes of the depression. 


Trade depression, it is claimed, is due to the general overr 
production of goods. But if it means that man has produced mme 
goods than he desires to consume, it is impopibfa. It implies that 
man’s wants are completely satisfied ; that each individual has as many 
goods as he likes to consume. But no such conditions can east m 
modem society. There are no limits to the total wants of human 
beings. Over-production is possible only in the sense that goods cannot 
be sold at a profit. Such a phenomenon is quite possible. Owing to 
a faulty anticipation of demand, more goods may be produced m parU- 
cular industries than can be sold with pront 
Can there be general occurs partial over-production m 

over-produebon? particular industries. Smaller orders for 

machineries, raw' materials, etc., are given by wd 

labourers become unemployed. Tlieir incomes fall and they purchase 
less of other goods. 'The result is that other industries are also 


PigDU. Industrial Plu'ctuatiims. Pp. tS-l& 
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depressed. But this cannot continue for long. Labour and capital 
will move from -those industries, and slowly and steadily the state of 
over-production will pass off. The phenomena of general over- 
production are therefore impossible. Moreover, over-production is the 
symptom of trade depression and cannot be its cause. We .cannot 
explain depression by saying that it is caused by the accumulation of 
large stocks of unsaleable goods. 

Climatic Theories: Following a suggestion of Herschell, 
Jevons came to the conclusion that trade cycles are caused by "sun- 
spots.” These sun-spots occurred in cyclical order at intervals of 10 -45 
years, and he calculated that the average length of the trade cycle was 
also 10'46 years. When these sun-spots appeared, the sun emitted 
less heat and this made the harvest poorer. Bad harvests diminished 
the purchasing power of the agriculturists, and they purchased less 
goods. The result was depression. In a modified form, this theory is 
held by H. L. Moore and Sir William Beveridge. 

That the prospects of agriculture affect the prospects of industries, 
nobody would deny. But it is difficult to correlate business cycles 
with climatic cycles. Climatic influences may be one of the factors 
which sometimes affect the course of the trade cycle. But they cannot 
account for all the features. For example, they cannot explain why 
the production of capital-goods increases more during booms than 
during depressions. 

Theories of Over-saving or Under-Consumption : Develop- 
ing a line of thought prominent in Marxian theory, Hobson came to 
the conclusion that the trade depression is due to “over-saving”. The 
modern society is characterised by great inequality of incomes, and a 
large portion of the total wealth is owned by a small class. In times 
of brisk business, the incomes of this class increase and a greater 
propprtion of them is saved. The wealthy businessmen continuously 
invest their savings in productive enterprises, in turning out more 
machineries, tools, etc. There results a defibiency of purchasing power 
available for buying consumer’s goods, and this is borne out by the 
familiar phenomenon of wages lagging behind prices. Thus while 
purcliasing power is diminished, the supply of goods is increased as 
the new machineries, etc., are employed. The result is a glut of goods 
in the market which cannot be sold at a profit. And the society enters 
upon a period of depression. This is due to the lack of sufficient 
money to buy goods; and the latter is due to the fact that a greater 
proportion of incomes has been withdrawn froth consumption, and has 
been saved. This deficiency of spending and the excess of saving are 
the cause of depression. In slightly different forms, this theory is also 
held by Messrs. Foster and Catchings and Major Douglas. 

This theory provides an explanation, not of trade cycles, but of 
depressions. Even as an explanation of depression, it is defective. 
There is no reason -why the business class would continuously go on 
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saving-. They may increase their expenditure on luxuries. Moreover, 
it assumes that the amount saved ivould automatically be invested!. 
But this is not always the fact. According to this tlieory, depression- 
occ’urs because more consumer’s goods havq been produced than can 
be sold. We should expect therefore that the first sign of depression- 
-would be the fall in the price-level of consumer’s goods. But ira 
actual fact, depression in its first phase is characterised by a fall in 
the prices of producer’s goods, and the price-level of consumer’s goods 
is generally the last item to, fall. 


Trade, cycle is due to 
monetary causes. 


Monetary theory of the Trade Cycle : According to this view, 
whose most prominent advocate is Hawtrey, the trade cycle is a “purely 
monetary phenomenon’.’. In the modem currency systems, bank credit 
fom-is the principal means of payment. But credit is inherently 
unstable. It lies in the power of the banking system as a -ivholc to 
create more credit. This they can do by lowering the rate of discount 
or by the purchase of securities. Tlie upward movement of the trade 
cycle is brought about by an expansion of credit engineered b)' the 
banlts. This additional credit borrowed by businessmen is spent in 
the payments of wages, interest, j-ent, etc. 
According to Hawtrey, the behaviour of the 
merchants and the dealers is very sensitive 
to dianges in the rate of interest. These dealers buy and sell large 
quantities of goods -snth borrowed money; and a slight lowering or 
raising of the rate of interest will induce them to borrow more or less 
from the banks and thus to increase or decrease tlieir stock of goods^ 
Thus when the rate of interest is lowered, the traders borrow more 
money and try- to increase their stock. They give larger order for 
goods to the producer. The latter tries to increase his output and 
engages more labour, buys more raw materials, etc. The aggregate 
money incomes of tlie community increase; and so the consumer’s 
outlay increases. This raean.s increased demand for goods. The 
dealers now find that their stocks are being depleted. They give more 
orders to the producers. They in their turn, trj' to increase production. 
Money incomes, and outlays increase. Prices begin to rise. The 
expectation of a further rise in prices induces dealers to increase their 
stocks. Again the same process is repeated, and prices rise in a 
crescendo. 


The demand for loans rises, -while the reser\'es of the banks 
are getting depicted owing to the internal drain of cash into 
circulation and the possible c.xport of gold. The banks will be forced 
to raise interest rates, and refuse to grant additional credit. Tins 
causes the bubble to burst and the dealers hastening to reduce their 
stocks give fewer orders to producers; the latter curtail their prodocUve 
actirities, and unemployment ensues. During this period of depression, 
businessmen need less credit and deposit and resen-es accumulate at 
the banks until they lower the rate of interest. ■ The cyxle starts again. 
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The remedy for the cycle is for banks so to regulate their volume of 
loans that prices rvill be stable. 

That an expansion of business activity is sometimes caused by 
an expansion of credit cannot be denied. One of the conditions for 
the development of booms is that there should be an expansion of 
credit. But the latter is not the cause of the former. The trade cycles 
are mainly caused by non-monetary factors. The monetary influences, 
make the boom possible and increase or decrease the amplitude of 
fluctuations of the business cycles. According to tliis theory, trade 
cycle would cease if prices are kept stable. The theorists do not deny 
that the impulses to the expansion or contraction of business activities 
may come from non-monetary factors, but if the banking system 
suitably regulates the volume of credit, expanding it when business 
activities show signs of depression, and contracting it when tlie latter 
are expanding, the fluctuations would become impossible. It is of 
course true that the trade cycle is a dance of the dollar, and that the 
fluctuations in prices and credit are the inevitable accompaniments of 
a cycle. So also “in modern mountaineering there is an almost perfect 
correlation between the possession of an ice-axe and the ascent of snow 
mountains. Practically nobody ever ascends a snow mountain who 

has not previously bought an axe But this does not prove that if 

the purchase of ice-axes was prohibited by law, snow mountains would 
no longer be ascended.’’* So we cannot eliminate these fluctuations 
by keeping prices stable. The trade cycle, therefore, though it appears 
in a monetary garb, is not due to monetary causes alone. 

Psychological Theory : According to this theory, upheld 
generally by Pigou, the dominant cause of these business cycles is 
the movement of business confidence. When business is brisk, people 
expect good profit and over-estimate the prospects of the future. They 
expand their productive activities. The confidence of one class of 
businessmen generates similar feelings in others, because "enthusiasm 
and despair are both catching." Thus the feelings of optimism and 
despair both tend to infect others. This optimism breeds errors, and 
production is generaily carried on beyond the limits of profitable sale. 
When this fact becomes patent, the businessmen suffer losses; they 
at once grow pessimistic about the prospects of business and curtail 
their productive activities. Businessmen thus alternate between errors 
of optimism and errors of pessimism, and these set up wave-like move- 
ments in activities. The adherents of this theory do not deny that 
other factors, e.g., harvest conditions, etc., may be at work, but these 
influence production by affecting business confidence. 

This theory contains ranch truth. Business conditions are 
intimately influenced by business confidence. But it fails to explain 
why a boom starts, and why confidence revives. It is also inadequate 


* Pigou. Industrial Fliicluatians. P. 197. 
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to explain why optimism gives rise to pessimism. To account for 
these moveinents, it must take help of other factors. The value of the 
theory lies in the recognition that recovery from ■ depression is not 
possible unless business confidence revives.' ' 

Recent Theories:* A large number of writers, including the 
Late Lord Keynes, have ^pressed tlie opiriion that the essence of 
trade cycles is a variation in the volume of investment goods caused 
by changes in the marginal eflfidency of capital (which has been 
defined by Keynes as the expect^ rate of return on the capital cost 
of a newly produced asset), or in the rates of interest. If we refer 
to our previous analysis about saving and investment, we can imder- 
stand the part played by these two factors in determining the 
fluctuations in the volumes of money incomes, employment, etc. At 
the bottom of a depression, something happens to raise the marginal 
efficiency ,of capital, or to cause a fall in the rate of interest. The 
former may be due to the depletion of previously accumulated stocks 
below normal, or to the necessity of renewing worn-out capital-goods, 
■or to the discovery of some new resources, or to new inventions. The 
fall in the rate of interest may be caused by increase in the quantity 
■of money in the possession of banks; or it may be due to a weakening 
of the liquidity-preference which leads peojile to dishoard. Any one 
of these factors may initiate a revival of investment The volume of 
employment increases as more and more resources _ are dratvn into 
production for turning out investment goods (assuming the existence 
of idle resources which is a fact at the bottom of a depression). An 
increase in volume of employment of factors will lead* to a rise in 
money incomes. In this way a burst in investment gives rise to a 
boom, and this boom lasts so long as the investment goods are being 
constructed. But sooner or later, the scope for new capital-goods 
declines as all the more remunerative openings for investment are 
being progressively utilised. Hence there is an inevitable tendency for 
the prospective yield on new capital-goods to fall. Moreover, further 
expansion in the volume of capital-goods increases their cost of produc- 
tion, Kther as wages, or prices of materials, etc. rise. Under the 
combined influence of these two factors, tlie marginal efficiency of 
capital collapses. If the rate of interest does not decline or declines 
insufficiently, the consequence must be a' fall in the volume of 
investment. A proportionate fall in the rate of interest is unhkely. 
On the other hand, as the expanding income and expanding business 
raise the monetarj'. requirements of the public, the banlcs find it 
difficult to meet this expanding demand by supplying i^r^smg 
quantities of money. Interest rates must begin to rise. Thus the 
volume of investment follows a doivnward course. Decline in 
investment causes a fall in the volume of employment and monetar)'” 


* While mainly basing on Keynesian analysis, we hav<^ tried to avoid the 
antricacies of this theory. 
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incomes. And the economic system finds itself again in the throes of 
a depression. 

According to Lord Keynes, there is, moreover, a chronic tendency 
towards a deficien<y of demand or depression in a progressive economy. 
As a community grow richer, its propensity to consume declines. On 
the otlier hand, on account of the abundance of capital goods, the 
opportunities for new investment become less attractive. Faced with 
declining marginal efficiency of capital from both sides, new investment 
may fall off with all the attendant symptoms of depression. 

Conclusion : In the present state of pur economic knowledge, 
it is not possible to give a complete explanation of the causes of the 
trade ^ cycles. The literature on the subject is highly controversial 
and is constantlj’ growing. But the apparent disagreement among 
wonomists is not so great as it appears at first sight. The trade cycle 
is the resujt, not of one single factor, but of a multiplicity of factors, 
among which sometimes one and sometimes another becomes dominant. 

Remedies: So disastrous are the effects of the trade cycle, 
especially in relation to the volume of unemployment, that there is no 
more important practical problem facing us to-day than the abolition 
of tliese fluctuations. But unfortunately, economists are not yet agreed 
as to the correct policy to be pursued. The remedy that is proposed 
depends obviously upon the diagnosis that has been made. Those 
economists who support the monctaiy explanation of the cycle pin their 
faith on curing it bj' means of control over tlie supply of mone}'. In 
their opinion, die banking system can do much to decrease the amplitude 
of the fluctuations of the trade cycle by 
llonetary remedies. manipulating the bank rates, or by engaging 
in open market operations. When businesses 
show undue signs of expansion, the Central Bank should put up the 
screw, increase the bank rate and sell securities in tlie market. 
Similarly, approaching periods of depression can be corrected by a 
lowering of the bank rate, purchase of securities, etc. In this rvay it 
is claimed that if the Central Bank is suffidently bold and far-sighted, 
it can offset the wave-like movements of die trade cycle. . 

Those who subscribe to the underconsumption theory are not 
satisfied with mere manipulation of the bank rates and open market 
policy. In their opinion steps should be taken to stimulate the falling 
propensity to consume which is the root cause of depression. The 
tax system should be so devised as to secure a much more equal 
_ . , distribution of incomes and remove tlie 

fundamcntol cause of the “oversaving” 
propcnsit}’'. Mr. Hobson pleads for an 
adjustment of the wage rates in the upward direction during a boom. 
By increasing wages and reducing profits, it will stimulate consumption 
and slow down savings. B3’' reducing profits, it would check the 
incentive of businessmen to borrow and of bankers to lend. So less 
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Contra-cyclical fiscal 
policy. 


credit would be created. Prices would rise by a smaller percentage. 

Other economists who consider these cycles to be caused by 
fluctuations in the volume of investment goods, plead for the adoption, 
of measures to curb investment during booms and to stimulate it in 
a depression. In their opinion, monetary measures will only create 
the favourable environment for the successful carrying out of 
fundamental remedies. But they cannot eliminate the trade cycles. 
The best remedy is for the government to cariy out a contra-cyclical 
fiscal policy in various directions. The 
public authorities should plan their public 
w.orks programme in such a tvay that a 
greater amount tvould be spent in times of depression and less in times 
of booms. For example, more post offices, more roads, more railways, 
and irrigation works should be constructed during periods of depression. 
This would relieve unemployment, increase incomes and stimulate 
consumption. Taxes should be reduced during depression, specially 
ithe taxes on business profits. This is likely to stimulate private 
investment. The budget should deliberately run into deficits to be 
financed by loans. During booms,' public works programme should be 
curtailed ; heavy taxes should be leried ,on business profits so as to 
check, private investment ; and the budget should show sufficient surplus 
which should then be utilised to eliminate the previous deficits as far 
as possible. These and other measures- desired to stimulate con- 
sumption and private investment during depressions have been advocatetJ 
to cure the trade cycles. 



CHAPTER 43 

UNEMPLOYMENT AND PULL EHjpLOYMENT 


One of the most important practical problems farin g all industrial 
countries is the existence of unemployment among the population. In 
all such countries the supply of labour tends usuily to be fixed in 
the short period. The demand for the services of labour is however, 
variable on account of tlie changing consumer preference’s. Hence 
maladjustments are bound to occur behveen the demand and supply 
of labour. The result will be unemployment. 

It is first of all necessary to define term “unemployment". As 
commonly understood it does not refer to the unemployment among 
the leisured classes. It only refers to unemployment among wage- 
earning classes. But the latter may remain unemployed due to 
idleness. We do not regard such workers as unemployed. The 
imemployed are those persons who cannot obtain the work they desire 
at the existing rates of pay. 


Mrempibymemf Aas fteeii cihssnfetf by smrie writers m rfilferenf 
ivays. First, there is casual unemployment. In almost all industries, ' 
Kinds of mmplor there are suddenjuctija tions of ac tivity. At 
*a«i(. 0**® time activity is very brisk, and the 

employers require a large labour force to deal 
with rushes of work. At other times work is comparatively slack, 
when a part of the labour force becomes unemployed. This is specially 
the case with the dock-labourers. There is thus a floating surplus of 
the unemployed, called the "reserve of labour”. Secondly, the seasonal 
occupations arc characterised by the existence of unemployment. In 
some industries the workers get jobs only for n certain period of the 
year. Such is the case with the sugar industry in India where work 
is carried on from November to April or May. The ivorkers remain 
idle during the intervening period. This is also the case with our 
agricultural labourers. Thirdly, unemployment may be caused by the 
cycl ical fluctuatio ns of the industry. The course of business shows a 
wave-like movement, consisting of alternating periods of booms and 
depressions. These trade cycles exercise great influence on the volume 
of unemployment which decreases when trade is good and increases 
when it is bad. Fourtlily, some unemployment is also caused by the 
cha nges in the industrial structu re which are constantly occurring. 
Modem businesses are essentially dynamic ; hew machineries and inven- 
tions are being adopted, throiying some workers out of employment 
for the time being. Demand is constantly shifting from one product 
to another, leaving behind it a trail of unemployment. This is known 
as “technological unemployment”. Lastly, there is another type of 
unemployment due to the frictions to which tiie economic system is 
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subject. This may be caused by the seasonal fluctuations in demand 
or loss of time between different jobs etc. 

The causes of iinemployment are extremely complm:. We can- 
only discuss a few of the main causes, Seasonal unemployment is due 
primarily to climatic and social factors. 
Causes. Weather or the course of nature brings varia- 

tions in demand for labour between different 
months. Technological unemployment is due to the growth of new 
trades and the decline of old ones as in the case of the motor and 
horse transport. It may also be due. to the rapid introduction of 
macliines which replace manual labour as in the case of our hand- 
spinning and hand-weaving industries. Such unemployment may also 
be due to the adoption of plans of rationalisation etc. Greater mobility 
of labour will often cut short such periods of unemployment. But 
unfortunately mobility of labour is often absent in many occupations. 
Such absence of mobility is often a cause of unemployment. Cyclical 
unemployment is bound up tvith the causes which lie at flie root of 
-the recurring trade cycles. According to classical writers, unemploy- 
ment was also due to the fgct that the level of money wages vras 
being maintained bv trade union pressure at 
an artificially high 'level. If, in the face of 
^ ’ ■ falling prices, the ivage-rates are kept rigid, a 

certain amount of unemployment. is bound to ensue because at the high 
rate the employers may find it impossible to absorb the whole labour 
supply. This analysis has been objected to by Lord Keynes. Accord- 
ing to him, people are unemployed because the current demand for 
goods and services is not sufficient to absorb all available labour into 
different occupations. Employment depends on the spending of the 
whole income of the people either on consumption or on investment. 
But as the level of money incomes increases in a community, people 
will tend to spend a smaller proportion of their incomes on immediate 
consumption. So there will be a deficiency of return to entrepreneurs 
who will therefore try to cut down tlie volume of employment ffiey 
offer to the factors. This tendency mm' be counteracted if investment 
in capital goods expands sufficiently. But in a wealthy country, ffiere 
will be comparatively few new opportunities for investment. Hence 
the necessary increase in tire volume of investment may not be ***^de 
with the result that a portion of labour force will be unable to find 
employment.* 

Various remedies have been suggested from time to time to solve 
the problem of unemployment. The remedy for casual unemploymmt 
IS *'decasuaIizatioll^^ The system or keeping 
Remedies. individual reserves should be terminated ^ 

far as possible, and all casual labour should 
be engaged from central sources. For this purpose. Labour or Employ'- 


* General Theory of Employment, Interest and Money, 



UNEMPLOYMENT AND FULL EMPLOYMENT 


351 


ment Exchanges should be established. At these exchanges, a register 
is kept regarding the unemployed persons to whom jobs under different 
employers are allocated as these fall vacant. The emploj'ers notify all 
v'acancies to the exchanges which try to find suitable men from among 
the registered workers. Seasonal unemployment is sought to be tackled 
by the method of dovetailing one seasonal trade with another. For 
example, the agricultural workers may adopt some cottage industries 
as subsidiary occupations. Moreover, Ae employers may be encouraged, 
where possible, to make goods to stock during the slack season, or 
they can accept advance orders. Measures which will increase the 
mobility of labour are bound to reduce the volume of unemployment. 
Pronsions should be made for imparting technical training in other 
traders to workers who have lost their jobs due to a shift of demand 
from their industries. A most usually discussed method is large capitaF 
expenditure by the public authorides to stimulate the collective demand 
for labour. When unemplovment is acute, the authorities should carry 
out large scliemes of det'elopment, e.g., construction of roads, parksy 
post offices, etc. This wilj relieve a considerable volume of 
unemploj’ment.' 


In spite of everything that has been done, a number of men is 
bound to remain unemployed. The government of every advanced 
Tin ni mi nf countty has been forced to come to the sup- 

insurautt.”^ ° workers by adopting schemes of 

unemployment insurance. A central unem- 
ployment fund is created, consisting of contributions made by tlie 
workers, employers and the state. 'Ine workers paid contributions to 
this fund during periods of employment, and obtained "doles” when 
out of work. 


Full Employment: Unemplojuncnt is both a social and 
economic evil. Hence all modern states have set before themselves; 


, Meaning of full 
onpIoymenL 


the task of abolishing mass unemployment. 
In recent times, therefore, the maintenance of 
full employment is being increasingly regarded 


as the goal of all economic policy. It should be noted that the expres- 
sion, “full employment” is not to be understood in its literal sense. It 
refers to the state in which involuntary unemployment is “being kept 
down so low as not to constitute any serious social problem.” There 
ivill of course be a small number of men who will remain unemployed’ 


at any given moment, — persons changing over from one job to another, 
or persons who are wmtin^ to be re-trained for a different occupation. 
The existence of this minimum of "frictional unemployment” is quite 
compatible with full employment as it is understood by the majorify 
of writers. All that is necessary for the existence of full employment 
is that the men who become unemployed at any given moment should’ 
be able to find, without delay, new jobs at fair wages ivithin their 


capadty. 



352 


INTRODUCTION TO ECONOMIC THEORY 


According to the classical writers, in a freely competitive ^'stem, 
serious unemployment is a passing phase. Everyone whose labour is 
worth anytliing at all would be able, sooner or later, to get jobs suited 
to his capacity. If anybodj' remain^ unemployed for any considerable 
time, it only meant that he was demanding more wages titan he tvas 
wortli. There would of course be some amount of frictional imemploj-- 
meiit as also unemployment due to tlie decay of some trades or areas. 
But the competitive economic q^stein possessed sufficient elasticity 
W'hereby tliese men could be absorbed into different jobs in course of 
a reasonable period of time. The existence of prolonged unehiploy- 
meut can only be due to the fact that the workers are demanding 
too high wages. The unduly high rates of wages nia}' be due to tlie 
pressure exerted b}’ monopolistic trade unions. 'If such monopoUstic 
practices are given up, competition will force wage-rates down to the 
level at whicli the unemployed workers can be absorbed into suitable jobs. 

Modern economists no longer accept this view. It is now admitted 
that a reduction of money wages will not cause such increase in the 


f-,..,.. .t I t volume of emploj-ment as to abolish all un- 
full employment emplojTnent. The late Lord Keynes has done 

much to point out. tlie dehciendes of the 
classical analysis and to suggest the methods by whicli tlie stage of full 
lemployment may be reached. According to liim, tlie existence of 
ainemployiiient is due to the fact that tlie demand for the sendees of 


ilabour is insuffident to absorb tlie available supply. Emploiinent 
idepends upon the expenditure of the communitj-. Full eniploj-ment 
depends upon tlie spending as income of tlie total production of a 
given period. Tlie total income may be spent on consumption goods 
•and on investment goods in a certain proportion. If some people 
'decide to spend less on ' consumption, tliis defidemy in consumer 
■expenditure must be made good by increased expenditure on invest- 
Tiient goods. If tliis is not done, there will be a dehdency of demand 
as a result of which all tlie available labour cannot be absorbed into 


production. According to Kejmes, tlie necessaiy increase in investment 
■may not be forthcoming after a certain stage. And unless spedal 
•steps are taken to stimulate investment and demand, unemploi-ment 
•will tend to become chronic in that communitj'. 


The road to full employment may be reached in any of the two 
-vi’ays. Since unemployment is caused by a defidency of demand, we 
_ may strive to cure it by taldng steps to 

enSOTment'*^'* stimulate consumption by various measures. 

^ ■ This is sought to be done by securing a re- 

'distribution of income from riclier classes witli thdr low propensity to 


consmne to the poorer dasses iritli a high- propensity to consume. 
This can be done by increasing tlie rates of direct taxes on tlie ridi 
and redudng tlie indirect taxes on the poor, or by paying family 
lallowances to the poor. But the main defect of this system of levying 
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verj' high rates of income tax is that it maj' depress private investment 
to an extent that may lead to smaller volumes of emploj’ment. 

Tlie generallj' accepted remedy is the stimulation of investment fay 
various means. Investment may be of two types, private and public. 
Steps may be taken, to stimulate tlie volume of private investment. 
Private investment declines on account of the fact that there takes place 
a fall in- the expected rate of profit. In order to prevent the fall in 
the rate of private investment, the rate of interest sliould be reduced 
in pursuance of a cheap money policj'. Or the rates of income tax 
may be reduced to such an extent that private investment may be 
stimulated to the degree necessar)' to establish full employment. But 
■the main difficulty of this method is tliat the entrepreneurs may be 
in sucli a pessimistic mood that they may not respond even to con- 
siderable inducements. Hence this policy cannot be regarded as 
satisfactory, if pursued alone. But measure? to stimulate private 
.investment may be usefully adopted along with other measures to 
■establish full employment. 

Lastly, full emplo^ient can be reached by the government spending 
on public investment in a contra-cyclical direction. If the government 
spends large sums of money on the construc- 
Defieit spending:. tion of post offices, roads, and other public 

works during a depression, or provides sub- 
.sidies to stimulate mass consumption in the shape of family allowances 
•etc., this will increase effective demand directly, and lead to full 
■employment. 'This expenditure should be financed by raising .loans 
in such a way as not to compete with private investment. This has 
been called tlie metliod of “deficit spending”. This method will bring 
about a fundamental change in the budgetory policy of the government. 
Uptill now, the governments Iiave rigidly folloived tlie policy of 
balancing their budgets while leaving tlie national economy in an un- 
balanced stage. On many occasions, such a balancing of the budget 
has been more nominal than real, and often during depressions, the 
attempt to balance the budget had to be given up on account of, the 
impossibility of tlie task. But in future, this policy should be changed. 
The state assumes responsibility for maintaining total outlay at such a 
level as to establish and maintain full eniploj'ment. During depressions, 
the attempt to balance tlie budgets should be deliberately given up. 
As private investment must have shrunk, and the outlay on consump- 
tion had fallen to such an extent as to cause severe depression, the 
state should fill in the gap, and spend more money either on the 
■construction of suitable public works (plans of which should be 
previously laid down), or on stimulating mass consumption. The 
budget should be run into a deficit sufficient to provide adequate outlay 
for the maintenance of full employment. During booms, public .expen- 
■diture should be cut down, while large revenues should be rmsed by 
raising tlie tax rates. The budget must show surpluses, which should 

23 
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then be utilised to ivipe off the accumulated deficits of the years of 
depression. 

There is no doubt that if this bold policy is pursued and govern- 
ment expenditure on public investment and subsidies to mass con- 
sumption are maintained at a sufficiently high level, full employment can 
be easily established. This, however, presupposes perfect mobility of 
labour if all unemployed workers are to get Jobs within a short period. 
But mobility of labour is not as perfect as is necessary to secure full 
emploj'ment. Hence it might be necessary to adopt two other subsi- 
diary measures. First, the government should organise special 
measures for increasing the mobility of labour, by establishing labour 
exdianges, providing adequate re-training facilities etc. Secondly, the 
location of industries should be controlled by the state both to prevent 
overcrowding of population and to divert more industries to specially 
depressed areas. For, as Lord Beveridge pointed out, there is no sense 
in using the vast developments of transport in order to throw an 
increasing burden of travel on human beings rather than on goods. 


DiRiculties of deficit 
spendine. 


Many objections have been raised against the pursuit of such a 
policy. The fundamental criticism is tliat this poliiy ■ tvill lead to 
inflation. In such a stage of full employment, tlie bargaim’ng power 
of trade unions vrill increase materially, and they may pursue a policy 
of raising rates of money wages beyond the 
level warranted by productivity. Or in a 
backward economy, where existing equipment 
is insufficient to absorb available labour, deficit spending will not be 
followed by a proper expansion in tlie production of goods. As a 
result of these factors, there may take place a continuous increase in 
prices with disastrous effects on the economic system. The pressure 
of rising wages may, however, be tackled by a policy of price control, 
or the grant of subsidies to stabilise cost of living or the levy of highp- 
income taxes. In a backward economy, it may be essentii to retain 
in the hands of government, such measures of control as were used 
during the war-time. Anotlier criticism points out the inherent 
dangers of a continuous pursuit of deficit spending. If businessmen 
expect the deficit spending to continue in large volumes, they may 
be affected by the fear of impaired credit or of infl.ation, or of burden- 
some taxes in the ffiture. These are all retarding forces. Moreover, 
according to this policy, the government should take steps to (ffieck 
public investment once it is found that private investment is reviving 
sufficiently to take up the slack. But a popular government will not 
find it easy to taper public investment off promptly when the need for 
a stimulus decreases. While the expenditure lasts it is too ternpting 
to those who could use them as political bribes. The combination of 
skill, integrity and backbone necessarj' for putting a check to_ tlie public 
worlcs programme just at the right moment is extraordinarily difficult 
to find. 



CHAPTER 44 

MONETARY MANAGEMENT 

External vs. Internal Stability: The pre-war gold standard 
tvas managed for the purpose of securing exchange stability. The 
exchange rates were kept stable within the narrow range of tlie gold 
points, and the internal price and cost structures were allowed to 
fluctuate. That such stability of exchange rates secured large benefits 
for the world is no longer doubted. It facilitated large-scale move- 
ments of goods from one country to another. It also fostered tlie 
growth in the volume of international investment. But critics have 
not been wanting who questioned the utility of stable-exchai^fe rates. 

These critics argue that exchange stability connotes only a very 
small thing. It only means the stability of the exchange rates, but 
not the stability of the foreign value of the local currency. It of 
course protects the foreign ti^er from the fluctuations in exchange 
rates. But it does not protect the producer for export, as it does not 
guarantee cither the stability of the export prices, or stable relations 
between his costs and prices. The costs of the export producer will 
depend on domestic conditions, while the 
Delcrts of a policy of prices that he will get for his products will 
external slabihly. ^aga^es of-fte world price- 

level. "It is a narrow conception of foreign trade which looks merely 
to the interests of the middle man, and n^lects those of the home 
producer.” Moreover, stability of the exchange rates would com- 
municate all sorts of disturbances occurring in die other countries to 
the domestic system. A political disturbance in the U. S. A. would 
at once communicate its economic effects to India. It is better, 
therefore, to follow a policy of internal stability of prices and let the 
exchanges “go hang". 

But this is putting the dilemma in much too extreme a form. 
"To put the two as absolute alternatives is not merely an exaggeration ; 
it is untrue.”* Stability of exchange rates cannot be maintained for 
a long time if the internal economic conditions are allowed to fluctuate. 
That has been amply proved by the complete break-down of the gold 
standard in the thirties of this century. Similarly, stability in internal 
prices alone cannot be achieved successfully if exchange rates are 
allowed to fluctuate violently. Only a country which took no part in 
international trade and investment would be able to secure the one 
without the other. When a country is dcung a fair share of the world 
trade, instability in exchange rates would mean an upsetting of the 


* The Future of Monetary Policy. P. 116. 
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internal price-level, if only because the import prices form also a 
substantial part in tlie determination of tlie general price-level. Hence 
from a broad point of view, the two t3'pes of stability are dependent 
on each other. There is no doubt .that the two policies may be in 
conflict with each other on particular occasions ic.g., wars and revolu- 
tions, abnormal movements of short-term, funds, etc.). It should be 
the aim Of monetary policy to. harmonise tiie two as far as possible. 
But excessive preoccupation with mere external stability should 
no longer be encouraged. More and more attention should be paid 
to the formulation of policies for securing some amount of stability in 
the internal price and cost structures. 

Monetary Aims and Prices: Assuming therefore that our aim 
should be to manage the internal price-structures, the next question 
that arises is , — hovu do toe want prices to bchaveP Let us for the 
moment leave aside the rather awlnrard question, can we really manage 
the prices. Supposing we can do that, shall we try to Have stable 
prices, or rising prices or falling prices? 

Marsliall, writing in the latter part of the 19th century, showed 
a preference for a falling price-level. Periods of rising prices contain 
within themselves seeds of future disasters. Wild oats are sown 
during those periods, whose fruits the economic system had to gamer 
painfully during the succeeding periods of ' depression. With falling 
tDrices, though the businessmen get less, the TOge-earners get more. 
In thwe ways, he argued the case in favour of falling prices. But the 
pre%'ailing opinion during the pre-1914 day's was in favour of any of 
these rivo courses, — a gently rising price-level and a stable price-level 
with a majority for the latter. 

A gently rising price-level: The case in favour of a gently 
rising price-level rests on the fact that it acts as a great incentive to 
enterprise. TOien prices rise the expenses of the businessmen do not 
rise as much as prices. It is well-known that wages are usually very 
stick}', and follow prices . haltingly. Hence during such period.?, 
businessmen can make large profits. Prospects of such profits will 
stimulate them to an increased production of goods. Thus rising prices 
would secure a fuller employment of the 
Advantages. workers tlian could otbenvise be obtained. 

"Is it not rising prices tliat empty the work- 
houses and the employment exchange registers, and fill the factories 
and' the shipyards ? And is it not better that all should be busy, even 
though grumbling at the cost of Ih'ing, than that some should be 
living cheaply and others left on the streets?’’* Moreover, according to 
Robertson, die industrial advancement in the 19th century has been 
made possible because of the stimulus pven by rising prices. Periods 
of rising prices cause the wealth of the community to increase faster 
than would othenvise be the case. 


♦ Robertson, Money, P. 139. 
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There is of course much truth in this view. But \ve must. also 
set on tlie other side tlie difficulties of such a policy. The arguments 
in favour of tliis policy, rest on the questionable assumption that busi- 
nessmen require an extra incentive to carry on their functions 
... ' energetically. Supposing there is stability of 

Defects. prices, that does not mean that businessmen 

would have no adequate stimulus. The usual 
ups and downs of individual industries will often provide an adequate 
stimulus. Moreover, such a policy would also mean that the in- 
efficient businessmen would- survive and succeed in the competitive 
struggle because of the profits received from rising prices. Pressure 
upon businessmen would be lacking to induce them to exercise, their 
abilities to the utmost. There is also the danger that the prospects 
of large profits will lead to over-expansion in the making of capital- 
goods and to a speculative boom. If this happens, and is likely to 
happen, then we must be prepared for the inevitable depression. It 
is doubtful whether the balance of advantages lies on the side of the 
rising prices when we take into consideration the serious loss of wealth 
and of employment resulting from the depression.. Lastly, there is 
that uncomfortable question of social justice. Periods of rising prices 
lower the real value of the money incomes of the wage-earners, and 
the investing classes. Is it desiriile that they should be continually 
robbed of their honest efforts in order to put the businessmen on their 
mettle? 

A Stable Price-level: The case in favour of a stable price- 
level is very' popular among tlie economists. In the first place, such 
a policy is extremely simple and veiy easy to grasp. In recent times, 
-we have so much experience of tlie evil of instability of prices that to 
point out the benefits of stable prices seems to be superfluous. Secondly^ 
it has been argued tliat such a policy can be supported on broadest 
.grounds. Money is a measure of value, and 
Advantages. like all measures, should be stable in value. 

Just as we consider it as self-evident that a 
pound, being the measure of weight, should always contain the same 
weight, so money should also measure the same value. Thirdly, it is 
pointed out that trade cycles have always been accompanied by large 
fluctuations in prices; Whatever the causes of the trade cycle — , 
monetary ■ or . non-monetary, it seems overwhelmingly probable that 
stability of. prices would do away witli the more extreme fluctuations 
in business activity. Lastly, such a policy would ensure justice between 
debtors and creditors, and between the wage-earners and the employers. 

It has sometimes been said in criticism of this policy that a stable 
price-level would not provide sufficient incentive to tlie businessmen. 
But stability of prices ,does not imply absolute quiescence. There 
would still be the ups and downs of individual industries. Moreover, 
it does not mean absolute stability of prices. IVe must allow for a 
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margin of tolerance in the movements of prices. Small changes on 
either side of the index number will of course occur. All these would 
provide sufficient stimulus to the businessmen. 

In spite of ffie simjilicity of such a policy, there are several diffi- 
culties in the way of price-stabilisation. There are many price-levels, 
the retail price-level, the wholesale price-level, etc. If we are to stabilise 
the value of money, we should keep the retail prices stable. But this 
is not possible. We do not possess complete data for constructing a 
satisfactory index number of retail prices. There is also the difficulty 
. that the qudity of the commodities going under 

noKw name changes constantly at different 

dates; and that new commodities are appear- 
ing and old ones dropping out. Owing to these difficulties, it has been 
suggested to stabilise a wholesale price index. Such an index number, 
to be practicable, would consist of a selected list of goods. As such, 
it would be exposed to a real danger. Suppose sixty commodities are 
selected, and their prices are kept stable. The prices of other com- 
modities will be allowed to fluctuate. Investment in the selected 
commodities would be comparatively safe, as there would be little risks 
of price-instability; but investment in the other goods will not be so 
safe. Hence the tendency ivill be for investment to increase. in the 
selected goods, and to decrease in the production of other goods. The 
direction of investment may thus be warped. The stability of such an 
index is thus no guarantee of real economic stability. A more 
fundamental critidsm is that a policy of stable prices would not 
guarantee the absence of inflation or deflation. In a community where 
large technical adrances are being made, prices should iall pari passu, 
with the increase in productivity. But if the prices are kept stable, 
this would give rise to abnormal profits, leading to over-capitalization 
and collapse. This actually happened in the U. S. A., in the pre-1929 
years. The Federal Reserve Board kept the prices more or less stable 
during this period. But productivity was increasing rapidly in America. 
The result was abnormal profits, leading to the stock exchange boom 
and then the collapse. Conversely, “prices may remain stable, and 
instead of a price-fdl there may be a piling up of goods in warehouses, 
or reduction in output. It is tiieorctically conceivable that there mig^it 
be severe depression during which prices remain stable but in which 
all the consequences of a price-fall are reproduced in their strongest 
forms.”* Thus stable prices would ensure neither stabilitj'-of employ- 
ment, nor of consumption. 

“Neutral” Money: In vdew of the defects of stable prices, it 
has been proposed recently by Mr. Hayek that the ideal monetary 
policy is that which interferes as little as possible ivitli the operation 
of non-monetaiy forces. Suppose there is nq^ money, and the barter 


* The Future of Monetary Policy. P. 58. 
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system prevails. Under such a barter system, ratios of exchange would 
he established between the different goods. .The aim of monetary 
policy is to see that same ratios of' exchange 
Money should be neutral. prevail even under money. The introduction 
of money should not "distort" the situation 
that should have obtained under barter. Money, in other words, should 
he neutral in its effects on prices. 

This could be secured, according to Mr. Hayek, not by stability 
■of prices, but by stability in the quantity of money in circulation. If 
the supply of effective money is kept constant, then there can be no 
distortion of the ‘real’ ratios of -exchange through changes in the 
quantity of money. The price-level would then vary inversely with 
productive power. If the efficienq' of the productive system increases 
as a result of the technical inventions, or the discovery of new supplies 
■of natural resources, it will lower the cost of production per unit of 
output. If the quantity of money is kept constant, prices would also 
fall, and there would not be any inflation of the profit margin. If, 
however, the productivity falls as a result of the destruction of wealth 
■due to wars, etc., tlicn prices would rise. Changes in population would 
also lead to changes in prices: an increase in population leading to a 
fall in prices and vice versa. It should be noted that under this policy, 
the quantity of money would not he kept constant under all circums- 
tances. It only means that tlic quantity of "effective’"’ money should 
he kept fixed. The quantity of money would thus be increased when 
the velocity of circulation of money falls ; or when vertical disintegration 
takes place, i.e., the number of stages in the processes of production 
increases.* 

There is much to be said in favour of a price-level varying inversely 
witli productive power. It would mean tliat the creditors and the 
investing classes would automatically receive a share in the fruits of 
progress in the form of falling prices. Moreover, the wage-earners 
would then secure higher real \vages 'without 
Pricc-Icvcl varying in- having recourse to perpetual demands for a 
vcjscly with productive wgcs,-demands which, 

whether or not they involve actual stoppages 
of work, certainly tend to embitter human relations and to devour the 
energies of constructive lcadership.’t 

But such a policy will be faced witlj most serious practical difficul- 
ties. In order to keep the effective supply of money constant, it wil! 
he necessary to change the quantity of money as its velocity of circula- 
tion is altered, or as the extent of integration of businesses is changed. 
But how is tlie Central Bank to know when and in what degree the 
velocity of circulation, or the extent of integration or disintegration of 
the firms has changed? These practical difficulties are almost an 

*Hayck. Prices and Production. P. 124. 
tBobertson. Money. P. 136. 
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insumiouiitable barrier to the successful carrj'ing out of such a policy- 
. Another fundamental difficulty arises when 

DifRcultics of such a consider the case of increasing pro- 

ductivity. Under such a policy,' prices would 
fall as cost reductions are effected. This pre-supposes competitive 
conditions free from artificial monopoly prices. If some prices are 
monopol3'-controlIed, and are prevented from falling, then other prices 
must fall bj' greater degree in order that average prices should 
correspond to the average costs. These other industries would then 
be subjected to a prolonged period of depression. It is essential diat 
the prices of all factors 'must fall in the same proportion as the prices 
of goods. But to assume that wages, rent, or interest could be freely 
adjusted to changes in prices, that Siere arc no problem of fixed interest 
rates, no rvage regulations, would be to assume away all the difficulties 
in the situation. And if the economic system is so highly flexible, any 
monetary polic}’ would be as good as another. 

In view of these conflicting opinions it is verj' difficult to 
detennine which is the proper monctarj’ j>olicy. But there is unanimity 
at least on one point -.—efforts should he made to avoid, as far as 
possible, the abnormal fluctuations in business activity. And so far as 
monetary activity alone can control the economic system, the aim 
should .perhaps he some stability of prices -witli suitable adjustments 
■when neccssarj’, if any large changes’ in producUvity take place. 



CHAPTER 4S 

THE PROBLEM OF THE STANDARD 

Much literature is growing on the question of a suitable monetary- 
standard for a country. Current opinion can be divided into two 
groups: — advocates of managed gold standard and those of paper 
currency standard. On the one side, there are those who want the 
world to return to some form of revised and revamped gold standard. 
Against this is ranged a large body of equally distinguished men, who 
would refuse to bow to tlie gold myth, and would straightatvay adhere to 
paper currency standard. It is necessary therefore to consider the 
relative suitability of the various standards'that have been proposed. We 
shall discuss some of the important standards that have been proposed. 

(A) Compensated DoUar: Though anticipated in the 
writings of earlier writers, this plan' is intimately associated witli the 
name of Prof. Fisher. Under the usual gold st^dard, the amount of 
gold in the poiu remains the same while the value of gold fluctuates. 
But under this plan, the value of gold vvill remain stable, but the gold 
content of the coin will varj’. Suppose the 
Fisher plan. price-level ’rises a .little, that shows that the 

quantity of currency is larger than is neces- 
sa^. Tlie Government would then increase the gold content of the 
coin, so that for the same amount of bullion, less coins can be had. 
The result will be a decrease in tlie volume of coins, and the prices will' 
fall. Similarly, when the price-level shows symptoms of falling, the 
gold content of the coin will be lowered, so that ultimately the amount 
of gold coins increases and prices rise. He advocated the use of a. 
wholesale index-number as a guide to the variations in the weight of 
the coin. That is tlie essence of his plan. In practice, gold coins, 
will be withdrawn from circulation and replaced by gold certificates. 
And according as the wholesale- index-number ’ rises or falls, the 
government would decrease or increase the selling or tlie buying price 
of gold. 

The plan has great theoretical merits. It is as automatic as the 
gold standard. It makes allowance for the people’s preference for 
some form of gold standard and is in that respect superior to the 
scliemes for paper currency standard. Wisely and persistently followed, 
it would do away with the fluctuations in the long-period price-level. 
But it is doubtful whether the plan will be successful in stabilising the 
short-period cyclical fluctuations of prices. Moreover, when the index- 
number has already registered a rise or a fall. 
Criticism. it will alter the buying and selling price of 

gold. Thus it seeks to • remedy a iiast rise 
or fall in prices, but not to prevent a future rise or fall. Its greatest 
defect is that there will be no fixed gold par in foreign exchange. The 
actual rate of exdiange will fluctuate in accordance with clianges in tlie 
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weights of coinSj and will therefore become uncertain, and this would 
affect the foreign trade of the country. The defects of the plan are 
therefore serious. But in spite of them, it has great possibilities. If 
gold in some form has to be retained in the currency system, why should 
we not try this plan? The rates of exchange would of course fluctuate, 
but the fluctuations under normal circumstances will be confined ivithin 
narrow limits. And a highly developed forward exchange market 
would go a great way towards insuring the merchants against the 
exchange risks. 

(B) Paper Currency Standard: Now that the gold standard 
has been suspended in most of the countries, the question naturally 
arises whetlicr it is desirable at all to return to gold in view of its 
erratic behaviour in recent times. Should it not be better if we go in 
for a policy of price-stabilisation under a paper currency standard and 
do away with the pranks of gold? Under gold standard, we have 
never secured stability of prices and there is 
^rguments for a paper ^o chance tliat we should secure it some day. 
® ■ The working of the gold standard presupposes 

a flexible economic system. But since our economic system have 
become rigid, it will again be impossible to work tlie gold standard 
satisfactorily. If we could raise or lower our wage-rates as we could 
•do witli the tariff-rates, or prices, we should of course go back to 
gold. But that is not possible. Morcoi'er, in view of the fact that the 
world’s output of gold is diminishing, the gold prices will fall and 
prolong depression. It is better therefore to remain on paper standard 
and try to keep the internal prices stable. 

The arguments possess great attractiveness, espedalh' after our 
recent experiences with gold. But on a calm consideration, it uill be 
seen that the disadvantages of the paper system are more formidable 
than they appear at first sight. The advocates of the sy’stem forget the 
fact that gold standard like democracy itself is taken for granted as 
one of the essential things of national life. The suspension of the 
gold standard during the thirties only led to the public’s hoarding of 
gold. So long as this preference for gold remains, some sort of gold 
trappings must be kept with our standard. Apart from this senti- 
mental reason, there are certain inherent defects of a paper standard. 

Such a standard offers no security' against 
Arguments against a inflation. Jlcmories of the war-time inflation 
ipaper standard. recent tliat it would be difficult to 

inspire public confidence in the plan of a permanent paper standard. 
And without public confidence, it would not be possible to work the 
plan satisfactorily. Secondly, it would mean fluctuating rates of 
e-xchange. The intention is to stabilise the internal pricM and to let 
the exchange rates fluctuate in accordance with trade conditions. This 
would introduce great uncertainties in foreign trade, and hinder the 
free flow of international investment. Stoppage of the flow of inter- 
national investment is one of the most important causes of the last 
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depression, and since the way out cannot be easily found without a 
rpdval of international investment, flie adoption of die paper standards 
/would only aggravate the situation. "The main need of the world-to- 
day is more confidence. There can be no surer route to the re- 

establishment of confidence than the stabilisation of exchanges.”* 
Thirdly, it would be impossible to maintain financial stability under 
such conditions. If, owing to some movements of the exchanges, a 
currency is under-valued, this will upset the balance of indebtedness 
of other countries. In defence the latter would introduce tariff walls, 
■exchange restrictions, etc. The device of competitive depreciation of 
■the exchanges would be adopted by some countries in the ■vain hope 
of capturing export markets, and this would destroy price stability in 
other countries. That these events are real -will at once be patent if 
we study the condition of the world to-day. 

(C) Return to Gold: "It is not justifiable to compare the 
working of a universal paper standard under ideal conditions, with the 
working of the gold standard under un-ideal conditions.”f Gold 
standard has its defects, but the defects of the paper currency are no 
less serious. Moreover, the causes which led to the break-down of 
the gold standard would be no less disastrous to a paper standard. The 
arguments in favour of a well-managed gold standard have been 
strengthened rather than weakened the 
Arguments for gold events of the last few years. “The claim for 
standard. standard. .. -is not that tile gold 

standard as it must operate in the present world of central hanks and 
political tension, involves no dangers and difficulties, but rather that 
the dangers to which it is exposed and the difficulties to which it pvra 
rise," given reasonable prudence on the part of those who manage it, 
are much less than the dangers and difficulties of .any other practicable 
qfsteffl.’’t 

Return to gold is therefore still the best policy. The great 
advantage of such action will be the restoration of confidence and 
■good-will. But the. decision to return to gold does not solve all 
problems. It is necessary , that the causes which led to the suspension 
■of gold standard should first of all be removed. Under the panicky 
conditions of 1929-34, no standard could be properly worked. First, 
it is therefore necessary to find solutions of 
Preliminary conditions thj major outstanding political problems of 
for a return to gold. present world. Restoration of financial 

confidence would be impossible of attainment in a world_ of political 
tension. Secondly, some settlement must be made regarding the war- 
debts and reparations. Until the question is finally settled, it will 


*L. Robbins. “Paper System”. Article in the Gold. (Times Publishing 


Co.), P. 46. 

t Gregory. ■ 
iRolbitts. 


Gold Standard and its Future. 

“Paper System." Article in the Gold, pp. 45-6. 



364 


INTRODUCTION TO ECONOMIC THEORY 


act as an insuperable barrier to economic reconstruction and would 
exercise disturbing- effects on iinancial, economic and currency stabilita;. 
Thirdly, there must be greater freedom of international trade. Eve^ 
effort should be made to reduce the e-xcessive tariff u-alls and to remove- 
the various e.\change restrictions. The freedom in the foreign e.x- 
change markets is essential to the resumption of the normal flow of 
international credit and witliout the revival of foreign Icndhjg, it would 
be difficult to get out of the present depression. 

It is not possible to enter into the details of the scheme of restora- 
tion. Above all, there is a supreme necessity for the maintenance- 
of close co-operation between the Central Banks with a view to check- 
ing the undue fluctuations in the purchasing power of gold. The 
prospect of the succe-ssful working of the gold standard in the future 
will depend on the degree of such co-operation. The future of the gold 
standard depends on the future of intcniational co-operation. 

International Currency Proposals: We already know that 
all the countries of the world were either forced off the gold standard, 
or gave it up in self-defence during the great depression. There 
ensued a period of unstable e.xchange rates, high tariffs, quotas and 
depreciating currenc)-. The volume of international trade began to 
shrink continuously. It was soon recogtiised that in the post-w.-ir 
period, the reconstruction of the devastated countries cannot proceed 
smoothly if the trade between the nations is not freed from its present 
shackles. This cannot take place nnless the rates of exchange betweett 
the different countries arc kept stable. But a return to the gold 
standard of the pre-war variety -n-ith its rigid c.xchange rates was 
considered inadWsable. That standard w.is too narrow for the effect- 
ive functioning of a relatively inelastic economic system. The new 
sj’stcni must therefore secure to each country a large degree of 
autonomy in the management and regulation of its economic life. .As 
the prospects of the end of the war drew nearer, it was felt that the 
problem of international monetary reorganisation must be tackled first 
of all. The question was discussed for more than a j-ear by the 
experts of the U. S. A. and the U. K. At first each of the two 
countries put forth for discussion t«-b different Currency Plans. — ^the 
Keynes Plan and the White Plan. As a result of further discussions 
between the experts, another scheme was evolved, and a Conference of 
the representatives of the United Nations was held at Bretton Woods in 
the U. S. A. in July, 1944. These proposals were approved at the 
conference with some modifications, and had been submitted to the 
different governments for ratification. 

The Bretton Woods monetary agreement falls into two parts. 
The first deals with the provisions relating to the International 
Monetaiy Fund. The second concerns the 
IntCTnational Mone- International Bank for Reconstruction. The- 
tarj- Fund. International Monetary Fund will be set up 

by those members of the United Nations who ratify the agreement. 
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It cannot be put into operation unless the governments, contributing 
i65 per cent, of tlie total quota, ratify tlie agreement. It is to be ratified 
by the end of December, 1945. The total resources of the Fund will 
amount to SSCO million dollars, to be subscribed by the member 
countries. The quota of each member has been fixed in the agreement. 
The U. S. A. will contribute 2750 million dollars ; Great Britain, 
1300 million dollars; the U. S. S. R. 1200 million dollars; China 550 


million dollars; France 450 million dollars and India's share will be 
4CT million dollars. Each member shall pay in gold, as a minimum, 
cither 25 per cent, of its quota, or 10 per cent of its net official holding 
of gold and dollars, whichever is less. The balance of its quota is 
to be paid in its own currency. The Fund will be managed in the 
following way. There will be a Board of Governors where each 
member will have one representative. This Board will decide larger 
questions of policj". The real authority' will be vested in the Executive 
Committee, consisting of 12 • members, of whom five will be selected 
by the U. S. A., U. S. S. R., U. K., Qiina and France. The other 
American republics will elect two Directors. Five Directors will be 
elected by all other countries. The election is to take place according 
to the system of proportional representation, each member having 
250 votes’ plus one additional vote for each part of its quota equivalent 
to 1.00.000 dollars. The Executive Committee will appoint the 
Managing Director who will be the chief of the operating staff. The 
principal office will be in the U. S. A. 

The resources of the Fund are to be utilised to promote exchange 
stabilitv, to maintain exchange arrangements among the members, to 
avoid competitive exchange depreciation, and 
Functions. to eliminate foreign exchange restriefiras 

which hamper the growth of world trade, ^e 
main purposes to be followed by the Fund are to assist in the establish- 
ment of the multilateral svstem of payments in respect of curaent 
tranractions, and to facilitate the expansion and balanced growth of 
international trade. The Fund is not meant to be concerned with the 
international indehtedness arising out of the last war, nor with 
the relief or reconstruction operations. Its main funcUon wall be to 
promote exchange stabilits', and to facilitate the settlement of inter- 
national accounts. The following provisions have been made to secure 
e.xchange stabilitv. At the time of adhering to the agreemfflt, each 
member shall determine the par value of its wrrency either t" terms 
of gold or of the U. S. A. dollar. The par of e-xchange is to be that 
prevailing on the sixtieth day before the date of the first Operation of 
tile Fund. Each member shall conduct all e.xchange transactions on 
tile basis Of this par value. To that extent the ^e^ent will pr^trte 
e-xchange stabilitv. But unlike the gold standard, this far of 
can be altered when circumstances necessitate sudi a step, plan 

provides machinery for changing the par value ® 
member can diange the par value of its currency by 10 p.c; after, con- 
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suiting the authorities of the Fund. The latter will hare no right to 
,, , raise any objection. If. this change does not 

Chan^ * **" the situation, the member may then 

propose further changes in its rates of exchange 
to the authorities of the Fund. The latter may either concur, or 
object, but it must declare its opinion within 72 hours, if the proposed 
alteration does not exceed 10 p.c. of the initial par value. Furtlier 
changes can be made with the permission of the Fund which must 
concur “if it is satisfied that the change is necessary to correct a 
fundamental disequilibrium." Thus the provisions of the Fund will 
guarantee reasonable stability of exchange rates, while providing a 
suitable machinery for bringing about orderly and agreed changes in 
the rate when the fundamental economic conditions undergo a change. 

Another important’ function of the Fund will be to promote flie 
settlement of international accounts. A country may be faced with an 
unfavourable balance of accounts, and it may 
^ difficult to secure the currency of the 

or coun 17 . Creditor country to settle its balance. Faced 


with such a situation, the country may be forced to restrict foreign 
exchange dealings, and to control its foreign trade. To solve tills 
difficulty, the following provisions have been made. The member will 
have the right to buy from the Fund the requisite foreign currency of 
the creditor country in exchange of its own currency, to meet the 
deficit in the balance of accounts. There are of course certain conditions. 


First, the member cannot purchase foreign currency from the Fund 
beyond 25 per cent, of its quota within a period of 12 months. Secondly, 
the aggregate of such purchases cannot exceed 125 p.c. of its quota. 
These limitations may be relaxed in extreme cases. Thus these pro- 
visions will enable a debtor country to tide over temporary disequili- 
brium in its balance of accounts. But in order to discourage frequent 
recourse to the Fund for this purpose, and to discourage continuing 
unbalanced accounts, there is a provision for the levy of a scale of 
fees by tlie Fund on a member country if the Fund’s holding of its 
currency exceeds its quota. In order to avoid tire payment of these 
fees, the country concerned will have to take necessary measures to 
check the growth of its debit balance beyond a certain size. 

The Fund will therefore help a country to meet a temporary 
deficit in the balance of international accounts by selling the requisite 
foreign currency to it. But file Fund may 
The Fund and the ere- possess such a currency in sufficient 

ditor country. quantities. This may ensue in the case of a 

creditor country like the U. S. A., which may go on piling up abnor- 
mally large surplus balances on current account. The authorities of 
the Fund may then take steps to borrow that currency from that 
country, or from any other source (of course with the permission of 
that country) ; or they may require that country to sell its currmey 
to them in exchange for gold. Should these steps prove insuffident. 
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they may issue a report, setting forth the causes of scarcity of such 
a cuiTency, and submit recommendations designed to bring it to an 
end. They may make provisions for rationing supplies of the scare 
currency, and permit tlie other members to impose restrictions on paj’- 
ments in the currencj'. These steps may induce the creditor country 
to be more reasonable, and to make its currency available to others. 

These are the permanent provision of the Fund. Certain arrange- 
ments have also been made to cover the transition period which may 
last from 3 to S years. During the transition period, a member country 
may be allowed to retain exchange restrictions, or discriminatory 
currency arrangements, etc. After the transition period is over, sudi 
restrictions are to be given up. 

The International Monetary Fund plan has thus been designed to 
give a reasonable degree of stability to the exchange rates without 
making the parity absolutely rigid. To that 
The role of sold in the extent it is an improvement upon the pre-war 
plan. gold standard. WTiat place has been allotted 

to gold ‘in the proposals? Though the Fund is not like gold standard, 
gold still retains a prominent place in the scheme. The proposals are 
not designed to supplant gold altogether. The quota of each member 
is to be subscribed in gold to the extent of 25 per cent, or 10 p.c. of 
its net holding of gold and dollar. The initial parity is to be 
expressed in terms of gold as a common denominator, or m terms 
of the U. S. dollar. Thirdly, when the Fund is unable to 
secure sufficient quantities of a scarce currency it may buy it by the 
offer of gold. Thus tlie status of gold as the ultimate means of mter- 
national payments is clearly recognised by this provision, and similar- 
other provisions. Thus gold still occupies a predoiniiiMt position, 
though it is no longer the King, and has been robbed of all powers 
of mischief. Though the rates of excliange are to be ^pressed m 
tenns of gold, such rates are flexible, and can be altered from time to 
time By creating a pool of national currenaes, the Fund will provide 
a good substitute for gold for settling the ordinary balances between 

nation^^ second part provides for the establishment of the International 
Bank for Reconstruction and Development, ^e need for such a Bank 
arose from tiie fact that almost all the countri^ 
The proposed Interna* have been ravaged by the war and will 
tional Bank. require large quantities of capital for recoup 

traction and development. It is is drar 

flow from the ridi countries to the capital-poor countries. It is dra 
that onlv the USA- wll be in a position to supply the needed capital. 
But the Ameriran investor has incurred so much loss in the inter-ivar 
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guarantee ,a lender against the risks of default. Thus tlie Bank will 
.make it possible for a foreign country to borrow at reasonable” rates 
of interest. Tlic authorised capital of the Bank will be 10,003 million 
■dollars, divided into 1,00,000 shares to be subscribed by the members. 
Twenty per cent, of the subscription shall be paid, or subject to call as 
needed by the Bank for its operation. The remaining SO per cent, 
twill be called up as needed. Tiro jier cent, of the subscriptions shall 
Ibe payable in gold or U. S. dollars. The objectives of Bank arc to 
provide capital for the ■ economic reconstruction of the countries; to 
strengthen their monetary and credit structures bj- redistributing the 
world gold supply., etc. The business of the Baiik will lie concluded 
exclusively with governments or their agencies. AH loans that the bank 
guarantees must fulfill the following conditions ; the pa)Tncnt of interest 
and principal nnist be guaranteed by the government of the borrowing 
member country ; the b.ank must be compensated . for the risk it 
assumes, etc. 

The Bank trill make ]iossible a resumption of international, lending 
on sufficient scales to meet the needs of rcconstniction. It can play 
a vital role in the right conditions. Its .success will depend on the 
readiness of -the creditor countries, chiefly the U. S. A. to accept pay- 
jnent of the aervicc on their loans in goods or seraccs. 
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THE NATURE OF PUBLIC FINANCE 

The Nature of Public Finance: Public Finance is that branch 
of Economics .which deals with the income and expenditure of public 
authorities. It studies the income and ex^nditure of all public bodies 
which are parte of the governmental organisation of the country. 

Public Finance is a branch of Economics. Like economics, it 
deals with man as a tuember of a society. Like all other branches of 
economic study,, the aim of this jart of .the science is maximisation of 
economic ivelfeire with the minimum of cost. That public finance is an 
important part of gnomic study was recognised long ago. Indeed, 
the term ‘political economy’ in its original sense indicates the art of 
managing the income and expenditure of tire city-state in such a 
manner as to make both ends meet 

Public and Private Finance Compared: In broad outline, the 
principles which govern private and public finance are more or less 
similar. But there are also important differences. The most funda- 
mental diflference that is usually stated is that while in the case of 
individuals, thdr exp^diture is detennined by their income, the public 
audiorities adjust their income to their expenditure. Thus the indivi- 
dual cuts his, coat according to his cloth; the state first decides the 
size of the coat, and then sets about gathering the necessaty' cloth. 
But this is putting the difference in much too an extreme fomi. There 
are occasions' When the individual tries. to adjust his income to his 
expenditure. -He may decide to marry, and may put forth increased 
efforts tO' earn a larger income in order to meet the increased e^en- 
diture of a married life. Similarly, tlie government has, like an individual, 
to adjust its expenditure to income. During depressions, _ when the 
revenues fall off, the government has to retrench its expenditure so as 
to keep it within the liinlts of its possible revenue. Thus the difference 
should not be exaggerated. But it remains true that there is some 
difference. It will be more apparent when we consider the ways in 
which an individual trigs to balance his budget. If it became absolutely 
essential for an individual to incur additional expenditure m a year, 
he might meet it in tw<) ways ; — by trying to earn erfra sums of monej . 
or by borrowing from others. The public authonties will also adoi. 
any or perhaps both of these two methods. _ But **“0 a difference Mise 
The government, may borrow from outsiders (».e., from_ a aittereii 
countey) ; or from itself (i.e., from its own members), or it may pnr 
more notes. Bpt an individual can only borrow from outeider^ 

He cannot borrow fro^n himself, nor can he make his own I. O. 
legal tender. 

24 
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There is another difference betweeii prirate and public expenditure. 
Ordinarily; an individual ivill distribute his income on the different 
items of expenditure in such a tvay as to obtain equal marginal utilities, 
from ^ch. Of course this is seldotri done in a perfect waj'. The ideal 
for public expenditure shpuld also be the same. , .But in case of the 
state, this id^ is seldom realised jn practice. Owing to the existence 
of sentiment, or special interests, the government .is often forced to 
spend money for worthless purposes. This tendency lis Very' strong in 
young democracies, or where communal and ^al fe'd^s are lagh. 
But one point must be noted in fevour of public expenditiire. In strict 
theory, the individual is assumed to distribute his income bn present 
or futiire needs in such a way as to get' equi-matgirial utilities from 
both. But people discoimt'the future at a high rate, and make inadequate 
provision for the future. The state, however, ' does not discount the 
future at such a rate, and makes, (or shall'we say— should make) 
better provision for the future than the individuals! ' 

Another important distinction lies in the fact tli'at for the individual,' 
it is -desirable that he should strive to keep his' .expenditure wiffiin the 
limits of his income. But for the state an increase' of exj^diture may 
frequently increase the total national income, -and- improve the fiscal 
position of the state. The effects of state expenditure bn production, 
emploiTiient and income are not similar to those of private expenditure'.- 
The succ^s or failure of the fiscal policy of the sthte -.is 'to be deter- 
mined by noting the effect of public expenditure -upon the aggregate 
national income and employment. ' ’ 

Classification of Public Finance : The science'of public finance 
may. be broadly classified into four heads: fia., (o) Public Expendi- 
ture,-(6) Public Income, (c) Debts, and (d) Financial Administration. 

Of utmost importance in public finance is the subject of public 
income- or taxation. Public expenditure was generally ■ neglected, but 
now-a-days proper attention is paid to the subject. Public Debt is 
treated under a separate head; because it gives rise to a number of 
^separate problems. Still, strictly speaking it is' included both within 
public .income and public expenditure. The income from public debts 
fells within the scope of public income, wliile the payment made on . 
account of public debts fells within the scope of expenditure. Financial 
administration, though a branch of the subject, is feot considered in 
this -book, because tiiere are few generalisations which apply to the 
subject. 

The Aim of Public Finance or the Doctrine of Maximum Social 
Advantage: Not long' h'go'it was the accepted rule that the best 
way to .deal with the problems of public finance was- to lay down this 
golden rule that the government should tax '-and; spend as little as 
possible. This idea derived its- justification from'twfi strands of thought. 
One -was the pervading spirit-of' individualism. 'Just' as the best of 
all government was regarded to be sero govetnmeht, so the best public 
finance was zero revenue and expenditure. The government was to 
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interfere as little as possible with flie libertj- as iVell as the purse of 
tbe indi'vidual. Another idea was that the government spent money 
mainly for unproductive purposes, while the individuals spent it for 
productive purposes. Hence in the words of Gladstone, monej- should 
he left to fructify in the pockets of the individuals. 

But it is a ■niong principle which would cut public expenditure 
to the bone. Taxes are not necessarily eril things. There are many 
taxes which perform socially justifiable functions. A tax on alcohol 
checks consumption of liquors and thus does some positive good. A' 
tax on imports which leads to the’ successful development of a home 
industry adds to the national dividend. Moreover, it is quite possible 
that the government would spend monej- for better purposes than the 
indiridual. The latter would have spent the nwney on (say) the race- 
course, while the government would spend it on the education of the 
poor. Public expenditure often increases the productive effidencj' of 
the country. This does not mean that all pubh'c expenditure is a 
positive good. There are some writers who go to this e:^eme, and 
advocate an indiscriminate extension of the public expenditure. This 
is also not good. There are many taxes which do positive harm to the 
national income of the country. A highly steeped income tax Md 
death duty, for example, would check savings and curtail production. 
Similarly, all public expenrhture is not good. Expenditure on 
unnecessary wars, for example, is clearly a waste. 


The correct prindple is that the government should conduct its 
finauces in such a way as to secure the maximum sodal advantage. 
By taxation or by incurring debts, a government obtains its revenue 
and by a series of expenditure this income is gradually disbursed. 
Thus there is a continual transfer of wealth from one set of persons to 
another and ‘changes take place in the amount and in the nature of 
wealth which is produced.’ If the transfers and changes, on the whole, 
bring about maximum social advantages, they are justified. 

In considering whether the maximum sodal adv^t^ is secured 
in a community or not, the following pointe should be taken iMo 
consideration. First 0/ all, the chapter and composition of pubhc 
expenditure should be considered. Some e.xpenditure may be h^vy, 
but if they are of the nature of capital mvestments fte ultimate welfare 
omXdFh the present burden. Oflier expenditures may not be 
heai-y but may be quite umemunerative. If such expenditure, h(m-evff, 
rf; J., “pd for oreserving the community from external attadra and 
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the tax system reacts on the wilt to save and on the power to save 
unfavourably, then clearly sucli a system is unjustifiable. 

It is now being increasingly recognised in recent times that public 
finance should be managed in such a way as to establish and.mmntain 
full employment in the community. The rates of taxes and of public 
expenditure should be' so fixed, at different levels of economic activity, 
that these will stimulate both public and private investment as wdl as 
mass consumption and so provide an eSfective demand sufficient to 
absorb all available labour into employment The state should also 
undertake measures for securing a r^istribution of incomes from the 
richer to the poorer classes. 



CHAPTER 47 
PUBLIC EXPENDITURE 

Classification of Public Expenditure; There is no agreement 
among economists as regards the classification of public expenditure. 
In fact every writer has presented his own classification. 

The first classification is between national and local expenditure 
when we consider a unitary state; and federal, state and local expendi- 
ture when a federation is considered. Those expenditures which are 
best undertahen^ by a central organisation, e.g., defence, administration 
of law and justice, etc., are classified as national; while local expendi- 
ture concerns those which affect and benefit a locality in question, 
water-supply, lighting arrangement, etc. In a federal state, the 
distinction between federil expenditure and state expenditure turns 
upon the relative importance attached to the federating units or to the 
federation. Those expenditures which concern all states, e.g., national 
defence, posts and telegraphs, central administration, diplomatic services, 
etc., are classified in every federation as federal expenditures; while 
those expenditures which concern a particular state, e.g., police, educa- 
tion, jails, etc., are grouped within state expenditure. Of course, there 
is no clear line of demarcation between local and national as regards 
certain ex^ditures, e.g., education, maintenance of. roads, which are 
grouped within local as well as national expenditure.’ Yet the distinc- 
tion is vital from the point of view of administration and taxation. 

Accepting the suggestion of Cohn, Plehn gives a classification, the 
basis of which is the degree of benefit conferred ty the expenditure 
upon the citizen. He groups expenditures under four heads. First, 
those expenditures which confer a common 
Plehn’s classificaticm. benefit on all citizens, e.g., defence, general 
administration, roads, etc. ; second, those which 
confer a special benefit on certain classes that is treated as common 
benefit because of the incapacity, of these classes, e.g., poor relief and 
old age pension; third, those which confer both a special benefit . on 
certain persons ancl a common benefit on all others, e.g., administyation 
of justice; fourth, those which confer only a special bmefit on indivi- 
duals, e.g., publicly owned industries. But the distinction between 
common and special benefit is not a stable one. The same service may 
shift from one side of the line to tiie other as social evolution proceeds. 

Dalton suggests a classification behveen public expenditures which 
are designed to preserve the social life of the community agaipt 
violent attack, internal and external, and those expenditures which 
improve the quality of that social life. Here 
Dalton’s classification. also the difficulty is that except certain expen- 
ditures, others may fall within one class or the 
other. There is no clear line of demarcation between those expenditures 
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which mdntain order and social life and those which bring about 
progress. 

Expenditure may be either productive or unproductive. But the 
main question as regards such classification is, what is the criterion 
of productiveness? If we take profit as the criterion of productiveness, 
then obviously many expenditures would be regarded as unproductive, 
though the amount of sodal benefit conferred by such sendees may 
be very great. There are man}’ irrigation works in India which are 
run at a loss. . These have been constructed mainly to provide safe- 
guards a^nst the occurrence of famines. Hence we cannot classify 
this expenditure as unproductive. The best criterion of productiveness 
of expenditure seems to be one given by 
ProductiTc and unpro- Robinson.* According to her, ‘any state ex- 
ductive expenditure. penditure which directly or indirectly develops 

the natural or human resources of the nation or leads to their more 
economical use may be e.xpccted to increase national prosperity by 
increasing the national wealth, and may thus be e.xpected ultimatdy to 
paj’ for itself — given the important qualification that the gmn due to 
increased expenditure is not less than the loss caused by heavier taxa- 
tion.’ Thus investments in transports or communication, or expendi- 
tures incurred on education, public health, and administration of factory’ 
legislation are all productive in the long run. According to this 
enterion much of the expenditure on war and on armaments during 
times of peace are unproductive as they are not meant for the creation 
of further wealth, but for its destruction. 

Another , way of classification of the public expenditure as given 
by Dalton is between grants and purchase prices. Any expenditure 
ify the state for which an equh'alent return or quid pro quo is obtained 
is a purchase price; and if there is no such return, the expendi- 
ture is a grant. Payments for the sendees of 
Grants and Purchase state employees, soldiers and also of private 
contractors are’ purchase prices; on the other 
hand, payments of old age pensions, poor relief, etc. are grants. Grants 
may consist of money or of sendees such as free education, free medical 
treatnient, etc. 

Effect of Expenditure on Production: There is a consider- 
able body of public opinion which considers that evepf expenditure 
incurred by the. government is unproductive. This opinion seems to 
ignore some -facts of vital importance; first, tliat much governmental 
expenditure is mere transference of wealth from one set of persons to 
another, e.g., payments of interests on government debts, old age pen- 
sions, etc.; and secondly, much expenditure on education and public 
health directly increases the efficiency of the people. Further, there 
are some expenditures by the state which inerrases ' the wealth- 
producing capacify of the country as a whole. Railways, posts and 


*Robinson. Public pmancc. P. 7. 



PUBLIC EXPEKDITUBE 


375 


'ielegraphs belong to this category. These can be maintained and 
ananaged by the state most economically. Lastly, there are some items 
d expenditure which can- be incurred by the state, but not by private 
■companies. Hailways in a sparsely populated community would not 
he paying to a private companjr, though they irught Imd ultimately to 
.an enormous increase of prosperity to the country. Expenditure on such 
undertakings can be incurred only by the state. 

, As regards the'' tfdct of expenditure upon ahilUy to work end 
.save, it may safely Be-.Iaid down that it increases such ability. ' Much 
■expenditure by .the state "which is meant ' for fostering the youth, 
whether through ' education, or through the supply of cheap 'housing, 
■cheap living, free tiffin during school hours, ample supply, of leisure 
•during young' days for the development of the body and mind, adds 
-to the productive efficiency of the people as a whole. But no 
such unqualified jtid^ent can be passed as' regards the effect of ex- 
-penditure upon tvillingness to work and save. When workers are 
.assured of a certain pmsion in their old age, their desire to save may 
■decrease. . But if a ‘grant is conditional upon the happening of a certain 
•contingency,' as for' insta'nce', financial help during illness, it will not 
reduce the desire to work and save. If bounties could be arranged 
which' ivould 'incre^d" in amount with an increase in the efforts of the 
•person; ffien it would increase the desire to work. Dalton concludes 
■that ‘on balance however, slight check to production is probable as a 
•result of the expectation of grants.’ 

Lastly, as regards effects on diversions of economic resources a^s 
between different employments and localities due to public expenditure, 
■no final judgment can be passed. Increased public expenditure, in all 
those directions is desirable, where the distribution of community’s 
resources between different emplojinents will be such as to establish 
full employment. Much diversion of the resources of tlie community 
to unprofitable investments and unprofitable 
. Effect of diversions of localities takes place due to the ignorance of 
.economic resources. jjjg gijoye law. Expenditure on war indus- 

tries falls in this class of unproductive epqienditure. Similar is the 
•case with protective hounties on industries for which • the country 
possesses no natural advantage. But here a note of ■warning should 
be made. All expenditures are not to be judged on economic considera- 
tions alone; there may be other considerations equally or more 
important. 

Effect of Public Expenditure on Distribution: In many places 
of our treatise it has been argued tliat a less degree of inequality than 
that existing at present is desirable from the point of maximum satis- 
faction. The question is how far public expenditure reduces this 
inequality. Two broad divisions as regards expenditure may be made, 
■mz., expenditure which benefits individuals, and expenditure which 
"benefits the society at large. . , . , , 
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As regards the first class of expenditure there are many items which 
involve a direct transfer, of wealth to the poor. Taxing of incomes at 
progressive rates and paying old age pensions to the poor mean. such 
a direct transfer. Direct transfers of money are however rare. The 
more usual method of transfer is by the provision of free goods and 
services to the poorer classes, e.g., free mcJjical service, free education^ 
etc. Here also the effect is the same, the poor gain at the cost of the 
rich. Inequality' declines and total satisfaction increases. 

Expenditures which benefit all members of the country in a locality^ 
as for instance good roads, or free water supply to a town, affect the 
distribution of wealth no doubt, but it is very difficult to trace its. 
effects and to allocate its incidence upon different persons. 

But the great drawback of attempting a redistribution of wealth 
by public expenditure is that it may r^ucc saving, first, of those who- 
arc mxed, and secondly, of those who receive the benefits of such e.x- 
pcnditurc. If there is a reduction of saving there will be less to 
distribute in the future. As regards the effects of expenditure the- 
Colwyn Committee held, “its effect on production .seems to be in 
conflict with that on distribution. But up to a certain point this is- 
not the case. The difficulty is to know where the balance should be- 
struck.'* The principle of maximum social advantage should bc_ kept 
in view and all expenditure should be judged from tliat standpoint 


. ♦Co/bo'ii Commilee Rcforl. P. 105. 



CHAPTER 48 

SOURCES OF PUBLIC INCOME 

Sources of Public Income: The revenue of a government 
may be derived from faxes and from sources other than taxation. 
These non-tax sources may be further classified as follows:— (o) fees, 
(&) prices, (c) special assessments, and (d) fines and penalties. 
Some -revenue may be derived from voluntary gifts, but tliese are 
negligible. 

. ® compulsory contribution levied on the wealth of an 

individual by the government of a country without reference to any 
benefit. A tax is therefore a compulsory payment, and as we shall 
see, herein it differs from price. The second feature is that the tax 
must be paid whether the indhridoal derives any special benefit or not. 
“The essence of a tax, as distinguished from other charges by the 
govermnent, is the absence of a direct quid pro qtio between the tax- 
payer and the public authority.” A rich person cannot claim that he 
would not pay taxes to support the public sdiools because he has no 
children. A tax is paid for the general or common benefits conferred 
by the government on all tax-payers. There is no question that the 
taxes should only be paid in proportion to the benefit enjoyed by tbe 
taxpayer. 

A fee is a payment levied by the government in respect of services 
performed for the benefit of the individuals. The services are usually 
undertaken for the purpose of control and regulation. It differs from 
a tax in that it is a payment made for a spedal benefit enjoyed by the 
payer, whereas a tax is paid for common benefits. The amount of the 
fee should be equal to the cost of rendering the service. That is, the 
payment made is usually propoijtional to the special benefit. In actual 
practice, fees exceed the cost of service. 

A “price" means the revenues derived by the government from the 
sale of services and goods. The government sometimes conducts many 
businesses like an ordinary businessman, and the revenue derived from- 
the sale of such commercial concerns is regarded as price. The gov- 
ernment sells timber from its forests, salt from its factories. A price, 
unh'ke a tax, is not a compulsory payment. If I do not buy post 
cards, or do not travel in railways, I am not obliged to pay anything 
to the government. Those who do not avail themselves of tliese goods 
and services escape payment. The price is also paid in return for 
some special benefit enjoyed. The service for which a fee is paid is. 
considered more important for the public than that for which a ‘price’’ 
is paid The element of public purpose is more prominent in the: 
case of fees than in the rase of prices. 
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'Special Assessment’ is a payment made by the owners of real 
prof^y in respect of any improvement made to their property by the 
public authority. When the Improvement Trust opens out a park in a 
•authority. When the Improvement Trust opens out a park in a 
locality, the owners of adjoining sites are benefited by die improvement 
.as the value of lands rises. If the Trust levies taxes on these owners 
•determined with reference to the benefit enjoyed by the owners, i.e., 
increase in land values, it ivill be "a. specid assessment". The pay- 
ment is made for, .and in proportion to the special benefit. Here it 
must be noted that tlie improvement must be in pursuance of a public 
purpose. , 

It is not always easy to make clear-cut distinction between these 
•different sources of public income. Fees and price are often found 
indistinguishable from taxes. I\Tienever the government levies fees 
at rates higher than the cost of providing the sendees, the levy 
pertakes the character of taxes. The court fees have been utilised in 
India to some extent for the purpose of taxing succesaon to proper^'. 
In case of a public enterprise, the government may exercise its mono'^ 
poly power in sudi a way as to raise the price much above what would 
have been charged under competitive, conditions. The French gm-- 
•ernment utilised its monopoly over tobacco production in sudr a way 
as to contribute substantially to the treasmy. In these cases, prices 
■charged by the state pertalce of the character of taxes. Hence it has 
ieen rightly said that taxes, fees and price shade into each other. 



CHAPITER 49 

PRINCIPLES OF TAXATION 

Adam Smi&’s Canons of Taxation: Adam Smith, the father 
■of modem Political Economy, laid down certain principles regarding 
taxation, and any book on Economics would be incomplete without 
■enumerating and examining them. 

(1) Principle oj Ability or Equality. — "The subjects of every 
state ought to contribute towards the support of the government as 
nearly as possible in proportion to their respective abilities ; that is, in 
proportion to the revenue which they respectively enjoy under the 
protection of the state.” 

By this canon Adam Smith implied that the criterion of pajment 
■of taxes should be that the ability to pay, or the sacrifice involved by 
:the taxation, would be equal for every body. Obviously a rich man 
is able to pay taxes in a higher ratio than his poorer brethren. Hence 
tlie sj’stem of taxation should be progressive. But there is no unani- 
mity among economists as regards the interpretation of this canon. 
Some maintain that Adam Smith implied that the tax system 
•should be progressive and they quote approvingly Adam Smith in 
another part of his Wealth of Nations where he considered it to be “not 
■very unreasonable that the rich should contribute to the public expense 
not only in proportion to the revenues, but something more than in 
propertion.” But others would lay stress on the word ‘proportion’ 
used by him in the original canon. 

(2) Principle of Certainty. — ^“The tax which each individual is 
bound to pay ought to be certain and not arbitrary. The time of pay- 
ment the quantity to be paid ought all to be clear and plain to the 
■contributor and' to every other person.” 

The man paying the tax should know the exact amount which he 
IS to pay during the year so that he may adjust his expenditure to his 
income after the payment of taxes. 

The state also ought to be certain about the amoimt of tax it is 
■going to obtain, so that its budget may be balanced. 

13) Principle of Convenience. — Every tax ought to be levied at 
the time or in the manner in which it is most likely to be convenient 
•for the contributor to pay it.” 

. This is a rule of obvious importance. If it is violated there will 
be unnecessary hardship on the part of the tax-pa 3 'er. Hence the tax 
on agricultural land should be collected after me harvesting time. 

(4) Principle of Economy. — ^“Every tax ought to be so contrived 
as both to take out and to keep out of the podeets of the people as 
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Httle as possible over and above vsrhat it brings into the public treasury • 
of the State.” 

This canon, according to Adam Smith, means that the cost of ' 
collection should be kept as low as possible. The cost of collection 
should be minimum consistent with administrative efficiency. If the 
major portion of a particular tax is consumed in collecting the tax, 
there cannot be any justification for it. On this ground taxing of 
incomes below a particular sum is not attempted in all countries. i 

An Examination of Canons : First of all, a distinction should ' 
be made behveen the first canon and the rest of the three. The first ' 
canon is concerned with the principle of taxation, while the others- ; 
are concerned with mere administrative rules of taxation. 

As regards the principle of equality or ability, it may be pointed ; 
out that the canon is vague and ambiguous. It is’ not based on any ^ 
one distinct principle. It is based partly , on ethical and partly bn ' 
economic considerations. It is ethical because it refers to justice in 
taxation; it is economic because it is based on the economic capacity ’ 
of the tax-payer, i.e., the revenue which he enjoys under the protection' 
of the state. The canon is vague because there is no fixed standard by 
which to measure ability. It still remains to be decided whether ; 
property, revenue or net revenue is the measure of ability. Further, ’ 
ability has sometimes been construed to mean equality of sacrifice. 
But this introduces complications. In accepting this meaning, we pass- 
from an objective standard to a subjective or psychological standard- ; 
Again the principle is ambiguous because it does not definitely lay ; 
down whether the principle of proportion or progression is to' be: 
accepted. 

The principles of certainty and convenience, though fundamentally 
sound, are of comparatively little importance now-a-days, Any tax ' 
system is not worthy of tlie name, if these principles are overlooked; • 
yet these principles pale into insigm'ficance in comparison ivith other ■ 
principles which Adam Smith could have included, but which he did ■ 
not. Productivity and elasticity of the tax system are of higher im- 
portance than these two. 

Lastly, the canon of economy is given a wider significance now-a- ’ 
days than that given by Adam Smith. Adam Smith mainly meant ^ 
by 'economy’ that the cost of collection should be ve^ low. A tax ■ 
qrstem might be economical from the point of collection, but it may ■ 
have a disastrous effect from the standpoint of national economy as a 
whole. A very steeply graduated income tax would satisfy this canon 
as it could be collected ivith a veiy small expenditure of money._ But 
it would not be economical from the broader national standpoint as : 
its ultimate effect will be a shrinkage of the national dividend. A fax : 
system should be economical not only from the .standpoint of the : 
present, but it should be so contrived that it may prove economical i 
even in the future. In other ivords, the tax should be equitable as not ! 
to press too heavily on the rich, as thereby the growth of capital is : 
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arrested. Thus the principle of economy is ultimately boimd up with 
the principle of equity in taxation (more of this later in tlie chapter). 

Two more canons, viz., productivity and elasticity formulated by 
later writers should be considered in this connection. Taxes should 
be productive. The foremost consideration of a practical financier is 
to get sufficient funds for the state. He 
Productittty. naturally judges of the merits of a tax by 

, the amount of its yield. Therefore that land 

of tax is the best which ensures an automatic increase of revenue with 
the increase in the number of population and its incomes. A tax on 
commodities fulfils' this requirement. As population increases, more 
commodities are consumed and the tax yields larger and larger 
revenues. Another important principle of the tax system is that it 
should be elastic. The tax should increase or decrease according to 
the needs of the state and accordii^ to the length of the tax-payers’ 
purse. Otherrvise it would cause hardship to 
Elasticity. the people. Elasticity is indeed no new 

principle, but a combination of the canons of 
productivity and economy. Flexibility is a highlj' desirable^ quality of 
a tax system and no practical financier can overlook its importance 
in the selection of taxes. 


Principles of Taxation 

Many theories have been put forward to guide the way_ in which 
the state should raise its revenue from the citizens. In this section, 
we shall examine the more important of these theories one by one. 

(a) Benefit Theory: According to this theory, the tax should 
be proportional to the benefit enjoyed by each individual under the 
protection of the state. The more benefit an individual enjoys from 
the activities of the government, the more taxes he should pay towards 
meeting the expenses of conducting these artivities. There are some 
services whicli afford special benefit to individuals and others which 
confer general benefit on all. Cohn based his classification of public 
expenditure on this broad division. The benefit theory of toation 
follows from an extremely individualistic notion of state functions. 

But this theory is clearly madequate as a principle of taxation. 
A tax, we know, is a payment made for the common benefits rendered 
by the state. The benefit to each individual cannot be measured sepa- 
rately. For example, how can we measure the benefit that we receive 
from the array and the police? Or from a sound judicial systo? 
The amount of tax that we pay bears no relation to the benefit that 
• we enjoy; if it did, it would cease to be a tax. Moreover, according 
to this tlieory, the poor should pay more tax tten the nch, for they 
enioy more benefits from governmental activities than the latter. 
Clrarly, this is absurd. But this theory may be justified from one 
' stand^int, vis., ’if the relation to the state of citizros en masse rato 
than the individual ta.x-payer be considered, there is a sense m which 
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the a^regate • of taxes represents payment for the aj^egate' of 
collective benefits rendered by the state.’* 

(b) The cost of service principle: More individualistic in 
outlook is the cost of service principle. This theory states that taxes 
are levied for meeting the actual costs undergone for rendering services 
by the state. .This principle can of course be applied in determining 
postal rates and railway rates where railways are state-otvned and in 
some other ' cases where specific services are rendered! But with 
regard to the major portion of the taxes,' the theory is clearly in- 
adequate. The cost of services rendered to all subjects in common' 
cannot be apportioned to each individual as it is not capable of deter- 
mination. Further, under this principle, the receiver of old-age 
pensions should return not only the pension but also some part of the 
charge of the cost of administration of the scheme. ■ This is clearly 
absurd. Hence the theory has been abandoned long ago. 

(c) The “ability to pay” theory: According to this theo^,. 
everybody should pay taxes to meet the expenses of the state in accord- 
ance with his ability to pay. Government is a common enteprise 
carried on for the good of all. Therefore all should support it uptO’ 
the limit of their capacities. 

That this theory conforms to our ideas of justice is clear. The- 
trouble comes with the definition of “ability., to pay”. 'What measures 
the ability of an individual? Previously, it ivEs thought that the 
otvnership of propcHy was a good measure of ability. Thbse who- 
, •' posses^ more property ■ should i»y more.' 

Test of abilit}- to pay. But soon it came to be seen that property was 
not a good test of ability. For there were 
found man)' people who possess^- a large income, but. had no property. 
A man might earn a large income by means of His labour; he might 
spend lavishly without amassing any property. A_ surgeon,' for 
example, may earn a very large income by dint of his skill, but he 
may not possess any property worth the name. His ability to pay 'was 
large, but he would escape taxation. Later, it was asserted that 
expenditure was a better test of ability. Those who spend more can, 
it was assumed, afford to pay more taxes. So artax on personal 
expenditures would, ' it ivas thought, satirfy the principle of ability. 
But because a man had to spend more did not mean that he had a 
greater capacity to pay taxes. A person with more dependants would 
have to spend more money' tluui another who had no depei^ants. 
Clearly, the ability to pay of the first individual is less than mat w 
the latter. But according to this interpretation, .tiie first man would 
be called on to pay higher taxes. This is not justifiable. At last, 
the idea gained ground that the income earned by an indivmual was 
the best index of ability. Hence in modem tax_ systems, efforts are 
made to impose greater burdens on the higher income-holders. 


' * LaU. Public Finance. P. '295. 
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Even then money income is not a completely satisfactory test of 
ability. Two persons might have the same money income- yet the 

Other teste hesMe, diflferelit. They 

inSSe ™y have different obligations. One may hi 

. , ^ bachelor, while the other might have to 

provide for a lar^ femily. The attempt to tax them at cdual rates is 
not justifiable. The first individual’s income may be derived from 
property; while that of tlie second may be the result of his labour, 
ihe latter, having no property, will have to save a portion of his 
income to provide for the future, which the former need not do. Their 
ability to pay is thus different. Stamp says that in order to find the 
tnie cntenon of ability, we have to take the following into considera- 
tion, besides, of course, the money income of the individuals. First, 
the period of time during which the income was earned. It is the 
usual practice in all countries to levy the income tax on incomes earned 
during the previous year. That is, income earned during 1946 is 
texed during 1947. But in 1947, the businessman may run into heavy 
losses, and it will be difficult for him to pay income tax on last year’s 
profits. Hence in order to conform to the principle of ability, incomes 
should be taxed currently during the period in which they are earned. 
This is the basis of the argument in favour of “Pay-as-you-earn”’ 
system of income taxation. Secoudly, from the income we should 
exclude the depreciation charge for the replacement of capital. Thirdly, 
whether the income was derived from property, or from personal efforts r 
income from property or unearned incomes should be taxed at a 
higher rate than the labour incomes or earned incomes. Fourthly, the 
size of the family; an individual having a large family should be 
asked to pay less than another with no or a smaller family. Lastly. 
whether the income contains any surplus or not. All these are 
recognised in modern income tax laws. 


Another interpretation of "aKIity” runs on the lines of sacrifice. 
It assumes that the payment of taxes inflicts a sacrifice on the tax- 
payer. The sacrifice is the satisfaction that must be given up through 
the payment of taxes. Two schemes of distributing tlie sacrifice have 
been formulated,— the principle of equality of sacrifice, and the principle 
of minimum or least aggregate sacrifice. The Principle of Equality 
of Sacrifice states that the taxes should be so imposed that the sacrifice 
made by each tax-payer should be the same. This principle, there- 
fore, makes for the progressive system of taxation. But the main 
difficulty of this principle is that it is not possible to calculate the 
subjective loss undergone by a given individual on account of the 
payment of tiie taxes. 

According to the Principle of Least Aggregate Sacrifice, the fax 
system should be so arranged that the total sacrifice undergone by 
the tax-payers might be Sie least The aim of all tax systems 
is how to secure the maximum sodal advantage. That is best 
achieved if the total sacrifice of the society is the least This is the 
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justification of this principle. It is based on the marginal litilit)’- 
• tlieory. According to that theory, the larger 

income, tlie less is the utility of money. 
Hence the utility yielded by the last slice of 
income ,of those whose income is the highest is the least. If these 
only are taxed, tlien the sacrifice undergone is the minimum. The 
state is tlierefore to go on taxing the tops of the largest incomes until 
its needs are fulfilled. Thus according to this principle, everyone 
need not pay tax, . But tlie chief obstacle to tlie successful cartying 
out of the plan is that it would ultimately retard saiung and diminish 
people's will to work. If incomes above a certain maximum are taxed 
away, people would not exert tliemselves to earn those incomes. Hence 
taxation would gradually fall upon lower and lower incomes. The 
future capital of tlie country would diminish and with it the national 
dividend. Hence in order to achieve the least aggregate sacrifice, the 
state should distribute the burden, of taxation in sucli a way as not to 
press top heavily on the ridi and to compel them to discontinue from 
working and saving, and should fake into consideration the present and 
the future interests of the country as a. whole. 

Principles of Proportion and Progression in taxation: The 
next question tliat arises is, pvea die right prindpie of taxation, what 
method should we adopt in distributing the burden of taxes? It should 
be noted in this , connection that a tax may be proportional, progressive, 
regressive or degressive. Each of these terms requires definition. A 
proportional tax is tliat which takes away exactly the same pwcentage 
of the value of the income or property, in taxes, whatever the amount 
of income. A 10 per cent, tax on income, whatever may be the total 
income, is an instance of tliis tax. A progressive tax is that which 
takes away a larger and larger percentage of the value of the income 
or of the property' in taxes as the income or the property increases in 
amount. If the tax is 10 per cent, on tliose . whose incomes is not 
more than Rs, 5,000; IS per cent, on those having not less than 
Rs. 10,000 ; 22 per cent, on those having Rs. 15,000, it is progressive. 
A regressive tax is just the reverse of a progressive tax. Here the 
rate of tax dimimshes as income increases. A dcgrcjsioc 'tax is that 
which increases with tlie increase of income, but the rate of increase 
of tax diminishes with eveiy increase in the income tax. In actual 
practice, we are concerned ivith .proportional and progressive systems 
of taxation. 

According to the principle of proportion, therefore, the tax-payers, 
whatever their income, are to pay a fixed percentage of their income 
as taxes. In his first canon of taxation, Adam 
_ Principle _ of Proper- Smith advocated that taxes should he pro- 
nonal taxation. portional to one’s income, although . in one 

portion of his writing, he was in favour of "something more than in 
proportion”. The basis , of this prindpie is that it is not the purpose 
of taxation to disturb the existing' distribution of wealth. If each 



PSINCIPLES OF TAXATION ■ - 


385 


pays in a fixed proportion, tlic relations between the different incomes 
are undisturbed. The merit of this system is that it is extremely 
simple. As Say puts it, “proportional taxation does nol need definition; 
it is tlie rule of three.” 

But simplicity is not the only objective in finance. It must also 
satisfy some equitable principle. As everybody knows, to take Rs. 100 
from an individual whose annual income is Rs. 1,000 and Rs. 1,000 
from another 'whose income is Rs. 10,000 may appear simple, but it is 
unjust. The ability to pay increases more than in proportion as the 
monej' income increases. 

Progressive taxation: Due to the defects of the system of 
proportional taxation, the principle of progression 'was gradually 
adopted in modern tax systems. The main justification for the pr^ 
gressive system of taxation is that as a person’s income goes up, his 
ability to pay increases at a higher ratio than his income. Hence the 
rate of taxes should not be proportional, but 
Areuments _ lor Pro- progressive. Secondly, the principle of equali^' 
cressive taxation. sacrifice also leads to progression. As 

income increases, the marginal utility of money decreases. So to tAe 
Rs. 5 from a man having Rs. 100 and Rs. SO from another with 
Rs. 1,000 docs not impose equal sacrifice on them. The poorer nian 
makes greater sacrifice than the second person. In order to bring 
about an equality of sacrifice, the man having the higher income must 
p.ay taxes at a higher rate. The principle of least aggregate sacrifice 
leads to greater progression. A third argument is that tlte existing 
distribution of wealth is inequitable, and the state should tiy to lessen 
inequality of incomes by means of higher taxation of tlic rich. There 
.arc vciy few economists who deny the necessity of lessening the_ present 
inequality of incomes, and taxation is a good weapon for effecting this. 
Of course, it is true that this remedy is only a palliative, and does not 
go to the root of the problem, yet this is no reason why it should not 
be adopted. Moreover, higher taxation of the richer classes is also 
advocated on another ground. The rich have usually a very Imv pro- 
pensitv to consume. Hcncc as a community grows richer, the pro* 
pensity to consume tends. to decline, as a result of which there takes 
place a deficiency of effective demand for goods and services. In other 
words, demand becomes insufficient to absorb the available labour force 
into employment. The remedy for this state of chronic unemployment 
is higher taxation of the rich so as to increase the propensity to 
consiimc Lasth, it is argued that tlie modern state is an orgimic 
Sc “The highest rule of behaviour for the individual in his 
ordinary social relation is that tlie strong should aid the weak. It is 
surely equitable that the broadest shoulders should bear the lieaviert 

'’'"''tiIc main difficulty of the theory is that even if it is granted 
utility of money diminishes as income increases, there « "o mefli^ 
of drtermining the rate at which this decline takes place. There is no 

25 
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means- of', knowing the actual rate, of progression -which would impose 
equal sacrifice.;; The rate of graduation is bound to be'arbitrary. 

: -Sinye vs. Multiple -Tax System: There has been a constant 
tendency towards the simplification of the tax system. It has been 
argued by various-persons that the lax should be levied bn some single 
item according to some principle of equity. The Physiocrats advocated 
a sin'gle ta.x.,on the economic rent of land, because they -thought that it 
-was' on rent that ultimately all burden of taxation fell. The. advocates 
of- .the single tax system hope to effect. a redistribution of the world’s 
wealth by their method of taxation. 

Henry George’s scheme for a single tax ,on land was .advocated 
•with the same object. His. idea rvas,.that a tax on rent. did not check 
■ - " industry. In this .conclusion he ivas obviously 

George’s , right. But tlie defect of his theory is that such 

Scheme. . a , tax would exempt all persons who do not 

invest their ■ incomes- in land. A rich millionaire would be thus 
exempted while a poor man owning a house would have to pay taxes. 

Another -proposal for a single tax is that of taxing the incomes 
only. Of course it is a better taxable object than the former. But it 
is also defective. First, the tax on small 
Single .tax on Incomes. ' incomes . is difficult to collect and 'in the long 
_ ' , - , run uneconomical ; secondly, it may check 

thirdly, it leaves out some sources, such as windfalls which 
are Iiighly , desirable objects. • ' 

• The desire of the advocates .of the single tax system is to secure 
a single and inexpensive-form of taxation. The cost of collection would 


■ ■ , . - i . be diminished and the incidence would be 

tax ■ iot” s'nslc exactly known. But some general criticism 

sysem. advanced -against any theory of single 

tax system, (o) Any single tax which may seem fair and equitable 
from a tfiebrctical study may be inequitable as regards -incidence as 
bctwMn different individuals. The anomalies under a single tax system 
may be corrected- by a multiplicity of taxes, (b) The needs of revenue 
in a modem state' arc so large. tliat it is very difficult to devise a single 
tax system which can satisfy its needs, (c) The use of a single tax 
should not s'ecUre the advantage that is at present obtained by reaching 
the different taxable capacities; vh., income, consumption, inheritance, 
etc. (d) Lastlj-j evasion may be easy -under this system, but it will 
not be so easy . when there is a system of checks and counterchecks 
under a multiple 'fajc system. . - 

The defects of the ptevious sj'slcm and actual practice have led 
to the opposed' doctrine' of Arthur Young. "If ' I were to define a 
good tax' 'System, it should .be ..that of bearing lightly on an infinite 
number of points, heatrily on none." This extreme -view is neither 
theoretically 'justified- nor .adopted in practice. 'Taxes on alt com- 
modities, qri transfer, of goods, and on different forms -of production 
would be extremely .prejudicial to the development of industry and 
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The best metliod is the 
plural tax system. 


inconvenient to payers and very costly in collection’. The customs of 
England before 1845 were very compKcated; the reforms of Huskisson 
simplified them a good deal. 

■ The best method then seems to be neither a' single tax system nor 
a multiple tax q'Stem, but a mean beftveen the two, that may be called • 
a system of 'plural’ taxation following Bastable, 

It is best to rely on some big taxes which fall 
generally on the rich and a few others which 
fall more or less on every person of tlie community. Income tax, 
inlieritance tax, tax on luxuries would serve' the first purpose. Taxes 
on commodities of wide consumption would reach all classes of people. 

Characteristics of a good tax s}rstem; -From the above dis- 
cussions, we arc now in a position to sum up the characteristics of a 
good tax systcin. First, the tax system as a whole should satisfy the 
canons of taxation as already laid dmvn. Secondly, as regards the 
distribution of the burden of taxation the incidence of not only the 
general tax system but also the individual taxes should be carefully 
considered.. Those faxes are to be preferred which entail the least 
aggregate sacrifice on the community and satisfy the canon of economy 
from the standpoint of production and distribution in the present as 
well as in the future. The burden of taxes should not be too heavy 
on any one point, but should rather be determined according to the 
ability of the tax-payer. Lastly, the system of plural taxation is to be i 
preferred to the systems of single and multiple taxes. As these have jX 
been already discussed, we need nbt repeat them any more. ' 

Taxable Capacity: The taxable capacity of a community has 
been variously defined. The more usual definition is that it is the 
surplus that remains after deducting from the national income the 
amount necessary for maintaining the capital of the country and effi- 
ciency of the people unimpaired. The definition is ot course vague 
and gives rise to many difficulties. How are we to determine the 
allowances for maintaining capital intact and for safeguarding the 
peoples’ efficiency ? In normal times, we must not only make suitable 
allmrancc for the depreciation and wear and tear of capital, but rilow 
for a certain rate in the growth of that capital, so that the national 
income may gradually rise. On what basis are we to make allowance 
for this? The concept is therefore beset with many pitfalls. It is 
purely relative, depending on a variety of factors, tangible and in- 
tangible, some of which it is difficult to measure satisfactorily. 

On what factors therefore does ta.xable capacity depend? First, 
it depends on the psychology of the people. There may be times, 
especially during war, when people may be willing to undergo greater 
sacrifices than at other periods. Taxable capacity Uierefore increases 
during such periods.^ During the last nnan- 
Factors on wliicli tax- cial crisis, the British people became more 
capacity depends. willing to help the efforts of the national 

cabinet to cope with the budgetary difficulties, and the spectacle of tlie 
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long queues of people, waiting to pay thdr taxes showed that the 
taxable capacity of the people had for the time increased. Secondly, 
taxable capacity depends on the distribution of the national income 
within the country. When Rs. 20,000 are owned by one individual, 
his' taxable capacity is greater than that of twenty others who oivn 
Rs.. 1,000 each. The more unequal the income, the greater is the 
taxable capacity. Thirdly, it depends on the size of the population 
relative to the national income. -If tlic latter increases in a greater 
ratio than the former, the income per head increasesj and so' also 
taxable capacity. Fourthly, it depends on the general character of 
the country’s industrial organisation. If it makes a greater demand 
for' capital equipment' greater allowance must be made on that account 
from the national income. Taxable capacity at any particular time 
will be less. On the other hand tire national income of such a country 
will also be higher, and taxable capacity will rise. Fijihly, it depends 
on the standard of living of the people because that will determine their 
efficiency, ability and willingness to rvork. Sixthly, it depends on the 
character of the tax system. Taxable capacity will increase if a greater 
reliance is placed on direct taxes. A greater revenue could be earned 
through direct than through indirect taxes without injuring the produc- 
tive activities of the nation. Lastly, taxable capacity depends on the 
nature of- the government expenditure. If tlie revenue is spent on 
education, sanitation, etc., the taxable capacity will ultimately increase. 
■Whereas if the revenue is spent on building competitive armaments, 
the taxable capacity is thereby diminished. 



CHAPTER 50 

SHIFTING AND INCIDENCE OF TAXES 

Meaning of shifting and incidence: When a tax is imposed 
upon a person, he will tpr to pass it on to the shoulders of others. 
Tlus process of transferring the money burden of the tax is known 
as shifting. Shifting ends in incidence. The incidence of a tax is the 
direct money burden of the tax; and the problem of incidence is to 
find out the person on whom the money burden of the tax falls; out 
of whose pocket does tlie money come which is received by the govern- 
ment? Or in whose pocket would tlie money have remained if the 
tax was not levied by the government? This is the problem of inci- 
dence. The iuipact of tax is upon the Individual who first pays the 
tax to the government. He will try to sliifl the burden to the shoulders 
of others. The incidence of the tax is upon the person who bears the 
ultimate money burden of the tax. 

A tax also imposes other burdens upon the individuals. 'Tt is 
necessary, therefore, to distinguish between money burden and real 
burden, and bchveen direct and indirect burden. The direct money 
burden is measured by the amount of money paid to the treasury in 
taxes. The direct real burden is determined by the amount of samfice 
of economic well-being undergone by the tax-payer. This is tlie 
effect of a tax. There may be indirect money and real burdens of a 
tax. The seller of a commoditj' upon which a tax has been levied has 
first to pay tlie tax. He can, of course, get back the whole amount 
of the tax from the buyers by charging higher prices. But tliis gene- 
rally 'takes time, and to that extent the seller loses interest on the 
amount paid as taxes. This is die iridircct money burden of the tax. 
Similarly, the indirect real burden id the indirect effect of the tax. 
When the price of a commodity is raised by a tax, the buyers would 
be forced to purchase less of it This means a sacrifice of well-being. 
This is the indirect real burden of the tax. In the problem of shifting, 
three factors are of J'liportance, vis., the direction of shifting, the form 
of shifting, and the measure of shifting. As regards the direebon of 
shifting, the shifting may be either forward or backrrard. If the 
importer has to pay a tax, he will try to shift it fonvard on to the 
consumers; if he fails in that he rviU try to shift it back to the 
producers. As regards the form of shifting, the shifting may be made 
atlier by charging high prices, or the prices may remain the same, 
while the quality of the commodity deteriorates. The measure ol 
shifting depends upon many factors, which we shall shortly discuss, 
but here it may be safely laid down that sometimes the whole to 
may he shifted to the consumers or pioducers, while at other times the 
incidence may be shared between the producer, the businessman and 
the consumer. 
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j Indirect taxes; The distinction between direct 

and indirect taxes turns upon tlic question of impact and incidence. 
A tax IS a direct one when tlie impact and the incidence are on the 
same person. . That .is, the. person from whom^the tax is collected is 
also the person who bears the ultimate money burdeii. He cannot 
shift the burden to others. An income tax is a' direct tax. ' It is levied 
on the person who earns, the income and is ultimately borne' by him. 
Where the impact and the incidence of a tax are on different persons. 
It is, said to be an indirect ta-x. Here -some person first pays thc'fax, 
but. he . is able to shift 'tlie burden toitlie shoulder of. others; A t^ 
on , a commodity is: an .indirect Though' .the seller first pays it, it 
is. expected that he will pass it on to. consumers in the form of higher 
prices. . The distinction betiyeen .two taxes is not always so -clear cut 
Sometimes, the.seller or.the-importer-may be unable to shift the burden 
to buyers; he may have . to. .bear; the ultimate money burden. 

- •Merite of Direct taxes: The advantage of . a- 'direct tax 
is that it is pragressiye- in -character. - It.can be so graduated that the 
heavier burden falls on the rich, and persons whose- incomes fall hdow 
a- certain' level, may be exempted Trom the tax.- Thus it satisfies fte 
first and foreniost- principle of taxation, vis':, equitj- or -ability to pay. 
A - second -advantage ,of.a direct tax- is that it- is-ccontmncn/.' .Tlie cost 
of collection is'very’ low-and no wastage is incurred. ^Jf^rd advantage 
is that- it. satisfies the. cafiOn of certamfy. i-The ;tax-payer knows -how 
much; he -is to pay and; the state may -also be.-.'assiired of a- steady 

• - - , and certain . income. Fourthly,' the direct 

.Advantages, of Direct,, faxes are eto/fc. - They can -be easily adjusted 

- - .. to meet theT needs of the state. .The yield 

of the tax can be increased, or decreased simply by- changing the rate 
of graduation. Fifthly, the. direct tax -is highly productive. AVith tiie 
increase in population and wealth -bf-tlie country, the yield of tlie direct 
taxes,, autoinatically increases.': Lastly, ;by the payment of the direct 
taxes, the .citizen is made to' -feel .the .burden of tiie tax. He under- 
stands his responsibility to tlie state. His civic consciousness is roused 
and he takes, a direct interest in the affairs of the -state and particularly 
in - tlie management of the finance. 

As to the disadvantages of the direct tax, the first is that it is 
very inconvenient from the shmdpoint of tlie tax-payer. He has to 
supplj' detailed accounts and compile the forms. Further, the payment 
is to be made in lump sums at intervals. A person gets his income 
by driblets, but has got to pay taxes in lurnp sums. This may cause 
much inconvenience! 'Secondly, direct tax is 
Disadvantages of Direct ^ tax on hones^. If a false account is 

submitted, the burden of' tax may be very 
light. ' Under such circumstances, the temptation to av oid the tax by 
submitting false accounts is too- ranch with many persons. Thirdly, 
tlie graduation in any direct tax is hound to be arbitrary' and according 
to the whims of the tax-leiying authorities. ^ . 
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Taking the balance of advantages and disadvantages, we may 
safely conclude that the direct taxes are on the whole equitable, 
economical, elastic and productive. ' 

Merits of Indirect taxes: The first and foremost argument 
in favour of an indirect tax is that it is a means of reaching the poorer 
classes on whom it is difficult to levy direct taxes. It is argued fliat 
every person should contribute something towards the maintenance of 
the state. But this is a matter of opinion. The second argument for 
maintaining an indirect tax is that it makes the basis of revenue fairly 
broad. Heavy taxation at any one point may have disastrous effect 
on the social and political order. The use of some indirect taxation 
is valuable because it enables increased revenue to be raised at different 
points instead of by exclusive concentration “oh^irect taxes. Thirdly, 
_ _ indirect taxes are very convenient. The 

Advantages of indirect payments are made in dribTete~with every 

' purchase of a commodity. As we never 

purchase too much of a commodity at one time, the "burden, is 

seldom felt to be very heavy. Fourthly, ft is hardly possible to evade 
the tax. ' Of course, there are sometimes sales of smuggled articlra, 
but they are exceptions which prove the rule. Fifthly, if imposed on 
articles of inelastic demand, an indirect tax is fairly elastic. Its 
proceeds can be increased with a change in the rate of tihe tax. Lastly, 
indirect taxes on harmful luxuries sudi as wine, etc., and on luxuries 
consumed by the rich will reduce their consumption and may direct 
the purchasing power of the coinmimity toivards more beneficial 
consumption. , ' 

The disadvantages of indirect faxes far out-weigh their 'advantages. 
The foremost objection is on the ground of equity. An indirect tax 
is inequitable.' It is regressive in character. It fdls more heavily on 
the poor than' on the rich. In order to be productive, an indirect tax 
' must be levied on necessaries. But a tax on 

Disadvantages of in- necessaries is harmful to the interests of 
direct taxes. pggj. xiius it 'aggravates 'inequality; but 

‘taxation should mitigate and not aggravate inequality in the distribii- 
tipn of income’. A second disadvantage of this method is that the 
yield from inffirect taxes except from necessaries is bound to be un- 
certain. If the tax be high, tlie demand will shrink and with that the 
yield. 

Lastly, indirect taxes are uneconomical. The cost of collection is 
fairly heavy. The tax-payer may~ pay more than the actual tax levied. 
The producer or the importer generally pays the indirect tax. Some 
months must elapse before he can get back the tax from the sale of his 
commodities. He may, and often does charge an interest for the tax 
which he has advanced. Thus the price of the taxed article may go 
up by more than the amount of the tax. ' ' 

Opinion differs as to what portion of the total revenue of the 
state should be raised from indirect taxes. In old times, these i taxes 
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contributed the major portion, as the machinery of direct taxation was 
not perfected in those, days. As late as the latter part of the ' I9th 
century, Gladstone declared that as between 'two charming' sisters, he 
would like ,to be impartial .between the two types of taxes.;-- In recent 
times opinion has .veered to the point that while indirect faxes should 
not be given up, the major portion of the revenue should be raised 
from tlie direct taxes. . '.i' ■ • ■ 

General principles governing the incidence of taxation: Tw;o 
general propositions governing the incidence of 'taction may be laid 
down. The.jirst is that,- mother thing being equal, the more dastic the 
■demand of a. commodity the more likely is it tliat the burden of taxa- 
tion will be upon the seller.." The second is that, other things being 
equal, the more elastic the supply of a commodity, 'the more^ likely is 
.it that the burden of taxation will fall on: the consumer. 'When the 
demand for .thc: commodily 'is'''irielastic,'',the 
■ Incidence depends .™ , , purchaser- would not reduce this demand 'even 

9^: demand though the -price goes up by the full ariiounl 
an snppy. , of the tax. In such a case the inddence is on 

the -buyers. But if the demand for the commodity is highly elastic, 
-the purchasers would reduce consumption ' as ' soon as tlie pnee is 
raised. Hence 'the diance is that the burden of the tax' wlHall -on 
the seller. Similarly, when the supply is clastic, mth-a nse m pwe 
tlie demand may .fall, but with it the supply will also be curtailed. The 
producer will be in 'a position' to raise the price by the amount of the 
tax.' "The sellers in short try to put the inddence on the buyers by 
reducing supply, the purchasers try to put on the sellers by reduemg 
demand. The relative ability of the . two groups- to earn", out:' their 
obiects, lirith the minimum cost to themselves, determines the results. 

In considering the elasticity of supply, we have to take into account 
the period of time. Tlie supply, of a commodity cannot be cuftaUed in 
the diort period, hut in the long ™n, _the supply can be adjusted to 
the demand. The supply of a commodity is, therefore, mdastic.m the 
short period, though it may be highly, elastic in the long .Pefod- 
Lnce*though the inddence of. a tax may be on the seller during 
Siort tieriod in the long ruu-it may fall on the consumer. Tl^e 
ultimate dependence of the problem of incidence on ^ 

and supply may be . illustrated by an eimmple. The demand lor a 

tlie ta.x vritl be -upon the, seller. , . n-v ' r 

Incidence of a tax on commodities in generrf: The f wme 
analyris of the general principles governing the incidence of 
explains the general principles'-^ wliidi determine the incidence of taxa 

' » Dalton. -Public Finance P.’ 54- ■ ’ ' ' 
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tion on commodities j in general. Some other • factors regarding 
incidence remain to be analysed, 'That analysis is taken up now. 

It has already been observed that the importer or home manufac- 
turer who has to pay the import duty or exdse duty in a lump sum 
will try to cover that by charging higher prices. In addition to that 
he will charge'an interest for 3ie tax which he has advanced. So the 
price may go up by more tlian the amount of the tax. But how far 
he will succeed in this attempt depends upon the elasticity of demand 
for, and the elasticity of supply of the commodity in question. 

^Vhere a commodity is produced underi conditions of constant cost, 
the price will go up by the full amount of the tax. No "doubt its 
demand will fall with a rise in price,- but as all units are produced at 
the same cost, whatever the scale of operations, the price will ’be in- 
creased by'not more than the amount of the tax. , • 

Where a commodity is produced under conditions of diminishing 
returns, the levy of a tax will raise its price, '6«< iiof by the juU amount 
oj the tax.. Suppose 10,000 units 'arfe produced at a cost of S rupees 
■ each. If the amount of the tax is one nmee 

Incidence under D. B. per unit, the price of each unit will at nrst 
be E.S. 6. ’ But after the imposition of the .tax 

10.000 units will not be sold, because at the higher price demand will 

fall off. Suppose the number sold falls to 9,000 units. As the output 
is diminished, ' cost per unit will fall to (say)_ Rs. 4j4. With the 
addition of the tax prite becomes Rs. 5^4 : i.e., price rises byian amount 
less than the tax. - 

When the commodity is produced under conditions of increasing 
returns, the price - may rise by more than the amount of the fa.r. 
Suppose 10,000 units are produced at {a cost of S rupees each ; and 

9.000 units are produced at a cost of. 5)4 rupees each. After the 
imposition of the tax, if the demhnd falls -from 10,000 units to 9,000 
units, the cost of production excluding taxes, will increase to Rs. Sj4, 

, and with the addition of the tax, the price 

Inddence under I. R. becomes 6j4' rupees. Hence it has been ad- 
vocated that taxes should be imposed on 
commodities produced under conditions of diminishing returns and 
bounties should be given to commodities produced under conditions of 
increasing returns. 

There is another possibility. After the imposition o'f the tax, the 
competing sellers may combine and may agree to raise the price by 
more thaujthe amount of the tax. Again if import duties are imposed 
on all commodities except gold, other imports may diminish, the import 
of gold may increase. Increase of>gold import will raise the. jSrices 
all round and the price of the taxed commodities may -rise by more 
tlian the amount of the tax. t , i 

■ Incidence of a tax on land and buildings: The problem of 
incidence is ,very complicated. It is better to make a separate study 
of different 'aspects of the question.' A. tax on economic . rent falls 
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upon • the rent-rreeiver,. ' or the landlord. Rent ' is ' a surplus above 
cost-of production including-uormal profit. The tax is paid out of the- 
surplus and cannot.be shifted to the occupier, -because' he earns no- 
surplus except normal profit- But the assuriiption is here that flie 
landlord . is already chai^ng full economic rent,’ and that tlie- tax is 
levied on all rent. But if the tax is levied only on: the land producing 
(say) -jute, then in order to avoid the tax, the. jute lands -will be -used 
to -produce other crops. . The result -will be a fell in the- production 
of jute, and- its price -will rise sufficiently so as to make its production 
as remunerative as the .production' of oflier crops. The. incidence wilf 
then be -upon the consumers 'of jute.''-. -. / 

. i-The. incidenceiiof a tax .proportional -to the ^quantity 'of produce- 
dependsion the elastidt)'; of demand for. the produce. ' The tax-adds to 
the cost of production- of the .crops - and their -jSrice -will rise; ‘-If; the 
dem'and'.is'.inelastic, the- price will rise by the- full amount of the tax^ 
because the customers -will demand the same amount as before; even 
at higher prices. The rent- would -be -unaffected, and the incidence is 
on -the consumers of the crops. -If the demand is elastic, the higher 
price will-lead to a fall in demand.: .Production -will be curtailed,'-. and 
marginal 'lands will go out of cultivation. Rent would thus fall, and 
the- incidence will be upon the landowner.- • - ■ • ’ 

'i.j-'>'The incidence of taxes on buildings is more complicated. -A part 
of the tax may be borne not onlyiby the otvner, but also by tlie''oceupier 
and even the builder of the houM. A part of the -tax 'may 'be shifted 
on to the consumers of the articles traded in such a building; 'When 
1 - . - a business in a locality is patronised by local 

Incidence of a tax on -.inhabitants, a part of the .'tax on the building 
nuildmg. may -be shifted to the consumers through a. 

little ■ enhancing. -of -prices. The difference in prices'may be so-little 
that .the consumers may riot be willing to take the trouble of . going 
to a distance for obtaining those -commodities. - 

As regards the apportionment of taxes between the occupier and' 
the owner, if the demand for .the houses be inelastic (which -is gene- 
rally so) the burden is likely to be borne in a large degree by the 
occupier. If the demand for houses is not very great in a lofcalit)'-, but 
the. supply-is fixed for the time being,'-the burden of the tax is borne- 
in a greater proportion by the owners. But the oivners in such cases- 
will not build any more, new houses, arid as the demand for houses 
rises subsequently with the increase in population, the o-ivners will be- 
in a position to shift the tax to the occupiers. Hence in the long run 
taxes on houses are home by tlie occupiers and not by the owners.- ■■ 
Incidence of a tax on monopoly: We have -already seen -that 
the monopolist aims at securing the maximum net-profit; and that he 
will produce and sell that amount of output which ivill ^equate .the- 
marginal revenue with his''.marginal costs. If the fax is imposed as- 
a lump sum on the profits of the monopolist, this' will not induce him 
to alter the -price in any Way. . The price which brought the maximum- 
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revenue to him before the payment of the tax -vviU still yield the largest 
revenue even after the payment of the tax. If the tax imposed is a 
proportional one, levied (say) at the rate of 10 p. c. on monopoly profits^ 
this will leave the price unaltered. His net revenue, after the payment 
of the tax, will be 90 p. c..of the highest revenue. And this is greater 
than 90 p. c. of any o&er amount of revenue. Hence the burden of a 
proportional income tax will be home entirely by the monopolist. Next, 
Irt us suppose that the income-tax is levied at a progressive rate on 
the profits of the monopolist. In this case also the burden of the tax 
tvill be borne by the monopolist Monopoly equilibrium will be 
established at the point where the marginal revenue brought by the 
last unit of output sold iVill be equal to the marginal cost of this unit. 
As the monopolist gains no return on this unit, he pays no tax on it. 
Thus he will go on producing the same output as before, and the 
price will also remain ,the^ same. When the tax is levied on the output,, 
the highest monopoly revenue is obtained when the price is raised a 
little. With the addition of the tax, the marginal costs will rise, and 
If equilibrium' is to be maintained, the marginal revenue and the price 
will also rise. By how much the price will have to rise to bring 
marginal revenue into equality rvith marginal cost, will depend on the 
elasticity of demand. As the price is raised some portion of the tax 
is thus paid by the consumer. In such a case, the incidence is partly 
on the monopolist, and partly on, the consumer, unless, of course, the 
supply is absolutdy inelastic or the demand is highly elastic. 

bcidence of -Import and Export duties; Custom duties are 
obstacles to the mutud exchange of goods between any two nations 
The money burden of such an obstacle is divided between the two 
countries in proportion to the elasticities of their irespective demands 
for each other’s goods. The burden varies in direct proportion to the 
urgencies of demand. If the demand of England for -Indian goods is 
more urgent (f.e., more inelastic) than the latter’s demand for English 
goods, the burden of duties is more likely *to be borne in ,a greater 
proportion by the consumers in England. 

The burden of duties on imports will vary according to the elasti- 
cities of demand and supply in the home and foreign countries. In 
the duty-levying countr)', the price anil rise less 'and will therefore 
fall more abroad, the greater and more elastic is the home supply. If 
a slight rise is the price of the taxed product leads to a much enlarged 
production in the home country, then the price will rise only by a 
small amount in the home country, and fall by a small amount in the 
foreign country. Similarly, if the foreign supply is less elastic and 
smaller in amount than the home supply, then the price will rise less 
in the duty-levying country. If the foreign producer is not in a 
position to decrease his supply either because his investments are 
specialised to produce the particular goods demanded by_ the home 
country, or because he, cannot find alternative markets, he will be 
forced to sell at a lower price than if he could readily change his 
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supply.- ■ Thirdly,. i£ the demand of . the home -couhtty for the taxed 
goo6 is very clastic, the price trill rise by a -small amount in that 
•country. ' Conversely, if- the foreign demand is highly elastic, the price 
•will rise by a greater amount in the importing country. 

Prhhd jack the burden of import duties will be borne by the 
'home consumers, because as the importers are earning only, normal 
profits the imposition of .the duty redueds their profits. .They will 
certainly shift to other occup-ations’ where there is a greater chance 
•of earning, normal profit. The result' will be a fall in the supply of 
such goods. Their prices will rise until the importers can earn-normal 
profit. Usually, therefore the incidence of ■. the custom duties is on 
the home ' consumer. But there might arise occasions when the 
foreigners might be made to pay the lax.. We have already seen that 
■tlie, price of the taxed goods will rise less in the duty-levying .countiy 
when the home supply is highly, clastic and tlie foreign ' supply ' is 
inelastic; or when file home demand is highly 
■When the incidence is elastic and the foreign demand is inelastic. In 
■on the foreigner. thesg cases, the foreign producer will have 

to bear the burden of the tax ' partly or wliolly. Similarly, if the 
amount of the imported goods is vciy large in relation to the produc- 
tion of the foreign country, and very small in relation to the production 
•of .the importing country, tlie rise in . price will be small, and part of 
the burden of the duty will be boinc by a foreigner. 

Similarly, in a country which produces raw niaterials, demand for 
which is usually inelastic, while it imports only m^ufactured goods 
for which the demand is clastic, a part of the export or import duties 
may be home by the foreigners. But if the foreign producers haw 
•other markets in which they can sell their products, or if they have other 
competitive sources of supply of raw materials, such duties will not be 
borne by them. Thus ive see that only in rare cases the incidence of 
such duties is on the foreigners. 

Incidence of Income Tax; As regards the incidence of 
income tax two opposed sets of views arc held. One -class, me., the 
businessmen hold that income lax can be, and is shifted in the form 
■of an addition to price. .“When a trader- endeavours -to ascertain his 
•costs with a view of fixing prices, he often takes into account, at_ least 
indirectly, the amount of income tax he will have to pay, and it the 
market conditions permit, fixes his prices at such a level as lyould 
yield to him the niiniiiium net income that he desires to obtain or 
actually needs."* The opposite rdew ■ is held by economists. They 
argue that income tax cannot be shifted, (subject to -some exceptions) 
and cannot enter into prices. 

* Evidence of the Association of British ' Cliiinibcrs of Commerce tefore 
'Cohvj’n Committee. Quoted in the'Rcport, P. 109.'' 
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Let us consider tlie question whether the trader can shift the 
burden of the income tax on his prbfits to the consumers 'in the shape 
of higher prices. 

In the case of the monopolist we know that he has already fixed 
a price with a view to obtaining the highest monopoly revenue. As 
that is the best price which he can fix, he cannot get better profit by 
fixing any other price. Hence he will not gain anything by changing 
his price. 

The competitive trader will find it more difficult to charge higher 
prices and thus to shift the income tax. He has not the same power 
as the monopolist to raise his price. He is limited by the existence 
of competition in three important ways. First, his goods are liable 
to be compared with similar goods with slight difference in quality. 
Secondly, he cannot control the supply of other rivals. They will 
supply the market if he limits his supply. Thirdly, he cannot prevent 
his competitors from attempting to reduce their costs and undercut 
him. In a competitive market, price at any time becomes equal to the cort 
of production of the marginal producer. Since producers at the margin 
cam no surplus, or get so little profit as not to warrant the imposition 
of the income tax, no element of income tax can enter into price. 

In joint-stock companies, the tax is charged at a flat rate on the 
profits of the company. The directors of a public company are not 
under any inducement on personal grounds to shift the tax as are the 
owners of a private business, Furtlier, though the profits are charged 
at a fiat rate at the source, the shareholders whose total jncomes are 
very great arc liable to pay a surtax and others whose incomes are 
small arc liable to get a rebate. Hence the company as a whole con- 
sisting of diiTcrent kinds of shareholders is under no inducement to 
raise prices. As regards the private firms, the rates vary from firm 
to firm ; hence if the firms have to add income tax to prices, the prices 
of commodities will differ from firm to firm. But there are some firms 
which will be in a position to underbid their rivals. The bigger firms 
cannot allow such a contingency to happen by cliarging higher prices. 

Then foreign competition is to be taken into account. If the home 
producers charge higher prices, the foreigners will under-sell them and 
capture the whole market. Of course, the foreign producers may have 
to pay income taxes in their own countries But the rate of assess- 
ment in different countries are so different, that it is idle to expect 
that the foreign producers and the home producers will advance their 
prices to the same level. 

Lastly, as tlie income tax is general, and if it enters into price, 
the general price level will rise; but a general rise in price level 
cannot be sustained for long unless it is backed by an inflation of 
credit and currency. This follows from the quantity theory of money. 
Other things remaining the same, the general price level cannot nse 
unless there is an inflation of currency and credit. But there is no 
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reason to believe .that increased- income tax will lead to an increase 
in the amount either of legal .tender .or-bahk deposits. ■ , 

Professor Seligman points out that in a period pf . rapidly , rising, 
prices,-, the inducement, of , the ; marginal producers', to . cut prices is 
removed and. under those circumstance,- the, imposition of a tax of any 
kind .will afford the producer an. excuse for; asking a still higher price. 
But this is-a’ short period .phenomenon. Another case where the .income 
tax may be. added to some extent to the prices is when the retailer 
derives a sort of monopoly, advantage arising from a locality. He -may 
charge a little highef'price, and the purchaser niay hot think' it worth 
while to take the .trouble 6t,.goihg.. to .another shop 'for makih^. daily 
purchases. But the extent of .the'rise, in. price must.'be -very smalL 
Othenyise he .jvill; tempt' competitors. ' 

'. Hence it .may be concluded that with a few exceptions 'in the 
short .period, the. income tax cannot be shifted; . ' ' 

, .Gapitalisatiph of Taxes ; When a tax is levied oh. the income 
from any .form of durable property, it reducds the.het incdme of the' 

- . . , property. "As a result, the value of the prb- 

., Amortisation' pf taxes. pcrty may. be reduced. This pbehpmenan is 
called the' ‘capitalisalion’, or 'amortisation' of 
taxes; The amount of the tax is capitalised at the fcurreht ‘rate’ of 
mterest,' and the selling value of the' property is diminished by tbe 
amount of 'th'd -'tax. To take an 'exahiple, suppose a particular piece 
of land yields Rsi 100 as rent, add the rate of interest is '5 per cent.-' 
The •value of the land then will be Rs. 2,000. Suppose that the' gov- 
ernment imposes'.a tax of 10 per cenfon the rent of the land. The 
net rent; after' paying taxes, is Rs.'M. ’ The value of the land will now- 
become Rs. .1,800. Future buyers will know that they will have to pay 
a tax at the rate of 10 per cent, on tlie rent.- They will therefore offer, 
a smaller sum for the land so as to get at least S per-cent, on their 
investment. The future buyers will of course be' paying the tax- every 
year, but-it will'ndf represent any real burden to them as 'they hpe 
paid a smaller sum for the land. " He who ■\vas the' owner of the ;iand 
would' have to amortise, or write off the 'i-alne of the tax, ' The entire 
capitalised ' value of -the- tax will-thus j-be- paid -by the.: sellers of the 
property., .Of course it is true tbafif tlie, tax is remitted after a number, 
of years, it will i give a bonus to the present mvners of ,the taxed pror: 
perty, since the value: of their. property will increase., . 

■■Several conditions rausst be.fulfilled before a. tax-. -vyill be .capitalised.. 
The tax must be . levied on a durable form of- propej^.-whose supply 
cannot be adjusted at will to the changing prices of the property... .:If, 
the property- is, not -durable, its, supply w.ill be reduced as a result of 
a fall in its rvalue. The price will therefore rise,; and. the burden of 
the tax .will fall ori the buyers. .■ The second condition is that tax must 
be a differential- tax. in-.the sense that there, are other sources of ip-vest- 
ment which are hot taxed,- or which pay taxes at a' much lower, rate.. 
It is the. exclusive . nbn-general fcharacter .of; the tax which -makes 
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■capitalisation possible. Suppose that only the land is taxed, and that 
there is no tax on (say) government securities. The investors may 
invest their money either in land or in government securities, and they 
would iget 5 per cent, on their money when invested in securities. 
They would not invest in land unless they can get at least 5 per cent. 
Hence when a tax of 10 per cent, is imposed on land buyers would 
pay only Rs. 1,800 for a land which gave a gross rent of Es 100 Md 
a rent of Rs. 90 after paying taxes. But if all the available alternative 
sources of investment are also taxed equally, the buyers of the pro- 
perty will have no option to go elsewhere and get better terms. The 
tax will not capitalised under such circumstances. Another feature 
favouring capitalisation is the unexpectedness of the tax. If the tax 
had been foreseen, it would have .been discounted from the veiy 
beginning. But if a differential tax is: suddenly levied on a durable 
property, the sellers will have no option but to accept a reduction in 
the value. of their property at the time'of the sale. " . 

. Thus the tax on any kind of durable property may be capitalised, 
if it is not universal. A general income. tax odes not satisfy this 
requirement, as the tax is genera! and not exclusive. But that part 
of the income tax which falls specifically on property incomes, may 
be capitalised provided of course that part of the tax can be separated 
from the general income tax. A differential 'tax on the rent of land, 
as we have already seen, will be capitalised. >In the same -way, a to 
which falls on the excess profits would be amortised, and the selhng 
value of such businesses iwill decrease. Suppose that a company was 
earning profits at the rate of 50 per cent., while the normal profit 
was 10 per cent. The .value of the shares of .the first company will 
be five times that of a company .which earned only normal profits. 
Suppose now. a to is leided, and the excess profits are reduced to 
30 per cent. The shares of the former would now be only 3 times 
higher than those of the latter. .Similarly, a to on monopoly profits, 
wuld reduce the amount of the profits; the selling value of the mono- 
poly property would thus decrease by the capitahs^ value of the to. 

■' Old Tax” : It has often been argued by many financiers 
that an old to is no to, and that its burden U scarcely felt by ^y- 
body in particular. For example, it is often 

Diffusion, or Absorp- stated that the Indian salt duty is an old tax, 
don Aeory of taxes. such it is not necessaij to repeal it 

We must therefore examine the question in more details. There are 
severf arguments which go to support this statement. One we ^e 
already noted. An old to may be capitalised, and thou^ fte pe^le 

^ . V A.1 afe riiii*n^n- Rllt 


argument is that anvancea uy me ------- - - 

According to the theory, every to is diffused throughout fte com- 
munity such a way that it is not possible to determine the exact 
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incidence of the fcbd . Tlie'ultimate’ burden is, by diffusion,' spread over 
the -whole community.- An important ivriter of this school has com- 
pared 'tile' le-vying of taxes- with" the. operation of blood-transfusion. 
After blood is .taken from a particular vein, it alone does not become 
bloodless. The ’only result is that .all the veins now contain a smaller 
amount of blood. ■. Similarly with taxes. When a tax is- imposed on 
any particular point the burden is not borne exclusively by that point, 
but is: diffused through all the. points. Hence an old tax will get 
diffused in course of time, and no particular individual will' feel specially 
biifdened because of the tax to the exclusion of others. 

' The- diffusion theory of the incidence of taxes is an useless one. 
Of: course there' is no doubt that, the effects of a particular tax are 
-widely diffused throughout the community as 
Criticism. ' time passes- on.' But that does not mean that 

-we cannot determine the exact incidence of a 
tax. An old tax is certainly not a burdenless tax. If the Indian salt 
tax is repealed, the, price of 'salt ' will fall immediately, and to that 
extent, -therefore, the consumers would gain. The incidence of the tax 
is therefore clearly only on the -'consumers of salt. Thus an old tax 
cannot be said to be a "no tax”; Of course it is true that an old tax is’ 
one to which people'have become accustomed in course of time. Hence 
once they get accustomed 'to' the payment of the tax, it is regarded as 
inevitable, and people do not always keenly feel the burden of the tax, 
as they wbuld 'do in case of a new -tax. In the: same sense, it can be 
said that an old sore is no 'sore. ' But certainly it is no great merit of 
the tax that it is riot much felt .by the tax-payers. There is also 
another -argument in- favour of an old tax. liie shifting of ^1 taxes 
takes time, and much initial : disturbance and hardship are caused 
■when tax is first levied, and before it finally settles down. An- old 
tax ■ has already been shifted and has settled dot\'n. But all these 
arguments lend no support to the statement that an old -tax is no tax. 
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PARTICULAR TAXES 

Effects of a Tax: The problem of determining the effects of 
a tax is concerned with the ultimate economic conditions to which a 
tax gives rise. There is a' distihction between the incidence and the 
effect of a tax. The question of incidence relates to the shouldering 
of direct money burden, while the question of effect relates to the 
influence of tlie tax on the technique of production and distribution of 
incomes and on the willingness and ability^ to save. The effect of, a 
tax may be studied under three heads; viz., effects on the people’s 
desire to work and save; effects on the people’s capacity to work; 
and effects on the distribution of economic resources. 

Income Tax: Its Effects: The effect of income tax on 
people’s ability to work depends upon the height of the income tax Md 
on the classes of income on which it is levied. 
Income-tax and the "pijg general practice is to exempt incomes 
capacity to work and ^ particular level from the operation of- 

the tax. and' then with the increase in the 
income, the graduation is steepened. After a certain levd is reached, the 
income is further subjected to a super-tax. But the rate of tax is 
never pitched, so high ,as, to confiscate, the whole pf_tbe..income. So 
far asthirScemptionKimiris detMmined' with -reference to the standard 
of living of the working classes and the lower middle classes me 
operation of this tax cannot be said to encroach upon the necessaries 
of efficiency. Again on moderate incomes, the levy is very light. 
Hence income tax does not affect the standard of living and. therefore 
does not reduce the capacity to work. Now as to the question- of its 
effects on the capacity to save, every, tax reduces the people’s capaty 
to save, so also does income tax. But the total capacity of the nation- to 
save may be quite different from the individual capaaty. If the proceeds 
of the income tax are utilised in paying interest on loans taken by the 
government, then there is a direct transfer of money from one class of 
savers to another. This is likely to be saved by the bondholdps who 
are expected to possess the same propensity to consume as the rich tax- 
oavers. Hence the question whether income-tax reduces a nation s 
caracity to save depends upon the question how is the re^ue spent. 
Further, much of the capital of- the country is automati^y saved ^ 
the joinC-stqck companies. This part of rapital has httle pnnection 
with, tlie question of people’s ability to work and save. _ ■ 

Let us, next discuss the more complicated psychologual question. 
How- does the income-tax affect people’s willingness to woA and savef 
Two extreme views are held. One class or 
Income-tax and' willing- writers suggest that a high rate of income-tax 

ness to work and save. reduces a person’s, incentive to work and, save, 
as a considerable part of his income, is-takeii away by tax. The other 

26 
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class hold that this tax strengthens the incentive to save, since it makes 
a greater accumulation necessary to provide any given net income or 
capital sum for the future of, the tax-payer and his family. The latter 
argument is strengthened by the consideration that many well-to-do 
persons desire wealth for the sake of distinction and as evidences of 
worldly success. The imposition of income-tax. will rouse tliese men 
to greater activity than before. The question whether people will work 
more or less depends upon the elasticity of demand of a person for 
his' income. If the demand is elastic, the willingness to work and save 
wiir decrease, but if the demand is inelastic the willingness to work 
and save Avill, on the other hand, increase. People are generally 
accustomed to a certain standard of living. Hence their demand for 
a particular sum must be inelastic. So also if the demand for a 
particular amount of money in tlie old age or for one's children be 
inelastic, saving will not be reduced. Of course, it is a fact that there 
are certain savers who are on the margin of doubt whether to save 
or not. The effect of the tax bn such a class is bound to be harmful. 
Now income-tax will not diminish tlie will to save of joint-stock 
companies, which are responsible for saving large sums of capital every 
year. They are not influenced by the same considerations as private 
individuals. The profits of the company are assessed at a flat rate at 
the source. The rich shareholders are further assessed at a higher rate 
on their total incomes. The poorer shareholders, whose incomes are 
below the exemption level, are granted rebate. The business m a 
whole does not stand cither to gain or to lose. Hence fte imposition 
of the tax will not adversely affect the savings of such businesses. 

An observation perhaps would not be out of place here on the 
question of the effect of the tax on the psychology of the saver, ^^^len 
the people become accustomed to a tax the poignancy of hardship 
is gradually blunted. The tax might be oppressive to the first genera- 
tion, but subsequent generations do not feel the effect to the same 
extent. Income tax when first imposed in England gave rise to dis- 
content throughout the country though the rate was not very high; 
yet now it is not felt so burdensome, though the rate is higher._ 

Now we shall consider tlie effects of income tax on the distribution 
of economic resources between different emplojunents and localities. 
This topic can be conveniently discussed under three heads, tn's., 
(1) Income tax, and spending and saving; (2) Income-tax and enter- 
prise; (3) Income-tax and flight of capital. 

Income-fox and saving. It is’ argued that income-tax is_ a 
‘differential’ tax; it differentiates against savings and gives incentive 
to spending. As the tax is imposed on every kind of saving, people 
are induded.to spend in preference to saving. As this is undesirable 
from tlie standpoint of capital accumulation, Pigou and Fisher advocated 
that income saved should be totally exempt from income tax, This 
tax should be levied only on .&at prtion of the income which is spent. 
The argument that income tax levies a double tax on sa'vings has been 
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contested by a number of writers including Stamp and Guillebaild. 

. . When an income is earned, it will be taxed 

saving? Spent, there will be no more tax payments. 

But if a portion is saved and invested, the 
yield from such savings will also be taxed. This is not double taxation 
of savings. To levy a tax on the interest on savings does not lead to 
double taxation of such savings. For interest represents new wealth 
produced at subsequent periods of time by means of the savings. 
Hence the same income is never taxed twice, wl^ether it is saved or 
spent. 

Income-tax and enterprise. It is suggested that income-te 
reduces the incentive to undertake risky enterprises. The motive in 
undertaking risky businesses is high profit. If profits are reduced by 
taxation, no one would undertake such business. Here also the psycho- 
logical factor is important. No definite judgment can be passed. It 
is no doubt true Biat some persons will prefer secure investments to 
risky ones. There are, on the other hand, others who will go in for 
more hazardous business for making good the loss made by tax payments. 

Dr. Black has argued that the levy of the tax will decrease the 
expenditure of the rich on luxuries, while the proceeds of the tax will 
be spent for the benefit of the poor. The manufacture of luxuries 
requires more uncertainty-bearing than that of commodities required 
by the poor. Hence the total uncertainty-bearing to be borne by the 
businessmen will also decUne as a result of the levy of the tax.* 

Income-tax and f.ight 0/ capital. There is the possibility that it 
the income-tax is assessed at a very high rate, capital will flow to 
foreign countries. But the incomes received from foreign countrira 
are also liable to taxation. The owner can escape taxation only if he 
is willing to go abroad along with his capital. The possibility of flight 
of capital is further reduced by the fact that income-tax may alM be 
’levied in foreign countries. The same income may be taxed abroad 
and at home— a case of double taration. It will discourage foreign 
investment instead of encouraging it. . 

Now there is the possibility that no foreign capital will be invested 
in the country imposing income-tax. But this investment depen^ m 
a number of factors, the rates of income-to at home and abroad, fte 
nrofitableness of investment, secunty in the foreign country, etc. ^ 
tiiese factors determine the investment No categorical judgment cither 

Dra* Dutyt Another important method of direct taimtion 
is the taxation of property passing at death. The ^mples of mis 
method of taxation are the English Death Duties and the .^erican 
Sihertence^r In England the Estate Duty, varies with the value 
of the esSte left; and the Legacy and Succession Duties vary with 

*D. Black. The Incidence of Income Tax. P. 223. 
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the, degree of relationsliip. Nearer relations pay a low-er rate of the 
duty than other distant relatives. In America, inheritance tax varies 
tvitli the value of the estate left Leaving aside the question of inci-. 
dence, let us note the effects of this tax on production as a whole. 

As the death duty is liable to be assessed at a high rate only on 
big inheritances, its effect on the savings of the lower classes of people 
is not serious. Of course the legatee who is 
Death duty and savings. . liable to pay tlie duty will be unable to save 
so much capital as is spent for the payment 
of tax. But every liigh tax is of .tliat tj'pe, this is nothing peculiar to 
death dutj’. Many persons arc of opinion that income tax is better 
than death duty .in one respect, vie., income-tax is paid out of income 
while death duty is paid out of capital. This argument is clearly 
wrong.- A high tax, whcthcr.it is income-tax or death dutj’, is likely 
to encroach on capital. Income-tax is paid out of potential capital; 
while estate duty is paid out of present capital. Further, when death 
duties are provided for by annual insurance there is no difference 
between a death duty and an income-tax. 

As regards tlie effect of death duty on the willingness to save, 
•it is less deterrent than income-tax. Death duties arc to be paid in 
the future and not in the near future as in 
Deatli duty and will- the case of income-tax. We sisualisc the 
■ngness to saw. distant future less clearly than the present or 

die near future. Further, die payment will be made not by the person 
saving, but by the legatee. Death duty allows the person to enjoy his 
wealth during his life time and docs not affect the prestige of leaving 
a large propert)- at death. From all these considerations, it may be 
concluded tliat death duty will affect the willingness to save in a less 
degree than income-tax. 

The effect of the death duty on the p^xholog)' of the legatee will 
be perhaps to induce him to work harder. If the e.xactions are heavy, 
he may try to make good the encroachment on the estate by the duty. ' 
If the legatee however is a distant relative, the prospect of a big 
legacy is not likely to reduce his ivill to save and work- very much. 
That legacy is in the nature of a windfall to him, and so long as the 
estate does not actually reach him. he can scarcely take such a legacy 
to be a certainty,’ and reduce his work on that score. , 

Rignano scheme: In the preceding argument it is assumed 
diat death diitj' checks to some extent tnc desire to save. In order to 
mitigate this evil effect of the duty on the psychology of the saver. 
Professor Rignano, an Italian writer, has suggested .a scheme of death 
duty. The scheme is briefly as follows. Tlie ■ tax on an inherited 
property should be graduated according to the number of times it has 
already changed hands by inheritance. If A left property which he 
had himself earned to B, B would take (say) two-thirds of the property 
and the state one-third. Suppose B leaves this property to C mth 
some additional self-earned property.. Then C would get one-third 
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of the property inherited from A and the rest would be takeh by the 
state. But of the personal property of B, two-thirds will go to C and 
one-third to the state. On the death of C the whole of the property 
left by A will be confiscated by the state. Thus the whole property 
goes to the state after it has passed through the hands of (say) twb 
heirs. The assumption underlying the scheme is that a person cares 
more for his descendants of the first degree than for his remote 
descendants. The prospect of confiscation of the property after a 
few generations will not so seriously affect the desire to save, as 
the prospect of confiscation in the next generation. On the other 
hand, since B knows that a great part of A’s property will be taken 
away by the state, he will be urged to work and save more in order 
that his heir C’s standard of living may not fall. Thus instead of 
having bad psychological reactions, it may actually increase the desire 
to work and save. 

The scheme is bound to present many administrative difficulties, 
but we have the weighty opinion of the Board of Inland Revenue in 
England that “it would not be impracticable 
Sotc objectiOTs against to introduce in the cotmtry an effective scheme 
tlie Rignano scheme. taxation on the lines of the 

Rignano proposal." On grounds of equity, an objection is raised. 
Suppose B inherits from A Rs. 50,000 invested in shares of companies, 
and that during B’s life-time, those companies fail, and the value of 
the inlierited property becomes nil. But afterwards by his efforts B 
amasses a considerable fortune. Will then B’s property be regarded 
as inherited and taxed at the higher rate, or will it be r^;arded as 
B's self-earned property and taxed at the lower rate? If the first 
method is adopted, much injustice will result. If the second is adopted, 
every inheritor will pretend that his inherited property has depreciated 
in value. Much fraud and evasion will be practised. 

Dalton points out that the person, after whose death the property 
wdll be wholly confiscated, may totally dissipate the property during 
his life-time. For that reason he suggests a modification of the plan. 
An additional charge equal to the amount payable at the next passing 
should be made on the net amount of the wealth after the ordinary 
duties have been paid. In exchange for this additional charge, the 
beneficiary would receive from the state a terminable annuity, and 
the annuity to be paid by the state would be terminable with the 
beneficiary’s life. "Theoretically the heir would be no -worse off in 
regard to 'income, but on his death the state would be assured of the 
capital sum." 

Taxation of unearned increment; It has been ptoposed to tax 
the unearned increment in land values. The value of a'particular land 
may increase owing to the improvements made by the owner. It may 
also increase because of the progress of the society -without any effort 
on the part of the owner. As wealth and population increase, the prices 
of crops go up. This causes a rise in the rent and the value of the 
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land.',' This is specially proraineht in' the case d£ urban- sites. Urban 
.sites in the heart of the city, sites through -which new roads have been 
constructed,- and parks opened out, — all increase, in value and often 
-to abnormal heights. The .growth of towns causes large increases in 
■the -value of land in and ; near about them. These increases in the 
■values, of land- are 'just -like windfalls; they are not due to the 
acti-vities of owners. As the increments are more or less due to the 
activities of the society, it is not inequitable that state should take 
away suA increments from the present owners who have done nothing 
to contribute to the- rise in the prices of land. 

_ 'The unearned increment is regarded as an ideal tax from several 
points of -view. One has already been mentioned. The oivner of the 
land has done nothing to claim the increment which has been wholly 
due to social action. There is nothing unfair in imposing tax on an 
increase of wealth not due to good management, or to foresight, but 
only to a stroke of good fortune. A second reason is the unexpected 
character of the increment in land -values. Hence the tax ivill offer 
no inducement to change the supply of land, or the willingness to work 
on the part of the owners. It will therefore cause practically no 
diversion of the economic activities of the people. 

The question, however, ' is more complicated than it appears at 
first sight. It is quite possible that the future rise in the land -values 
has been foreseen, and has therefore been 

Its effect on the will allowed for in the present buying price of 
land. The buyer "may have foreseen the 
possible development into a building site, and may therefore have paid 
a price above me value of the land in its existing uses because of the 
chance of its development Part of the increase in price that he gets 
then is not a windfml, but accumulated compound interest on his old 
investment.”* If such be the case, — and one cannot be sure that this 
is not the case, — ^then the search for the ‘unearned’ portions of 
economic rent is almost an impossible task. Another serious difficulty ' 
is that it is not ahvays possible to distinguish clearly behveen the 
unearned increment, and the additional -value created by the improve- 
ments made by the owner. Land is not a self-directing factor. The 
oivner must perform some work; he must plan for its use, and make 
improvements on it. So what he receives from land is partly rent, 
and partly a composite income consisting of ivages, interest and profits. 
To separate the earned from the unearned increment would tax the 
skill of the best brains. The Finance Minister, in his zeal to gather 
the whole, of the unearned portions, would inevitably cross the shadowy 
line between earned and unearned increment, and would nt)t only 
cause much injustice to the individuals, but would also diminish the 
productive effort of the people. It has also been argued that the pay- 
ment of the unearned increment is often necessary to secure the rapid 


*Bobifison. Public Fitumce, P. 66. 
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development and the best utilisation of the land resources of a country. 
The lure of the unearned increment has guided the footsteps of many 
a pioneer. It has encouraged foresight, and has acted as a force 
directing tlie possession of the land into the hands of those best able to 
use it efficiently. If a tax carries away all these increments there 
might be deficiency of the incentives to the best development of land. 

A more serious objection is that land is but one form of invest- 
ment to a person. There are 'unearned’ portions in every form of 
income. There is an element of surplus in the high salaries of the 
Cinema stars, in the interest payments, etc.' Why not tax them equally 
as in tlie case of land? To put a special tax on land is to discriminate 
between the different kinds of investment. And this is unjust to the 
present owners who will have to bear the whole capitalised value of 
the tax. The tax is inequitable for another reason. If the state takes 
away the whole unearned increment, is it not just that it should com- 
pensate the owners whose lands decrease in value? Is it equitable 
that the state should adopt, with regard to the existing owners of 
land, the policy of "heads I win, tails you lose" ? 

All these difficulties point to the impossibility and inadvisability 
of taxing the, whole of the unearned increment of land values. But 
tliere can he no objection if the state takes away by taxes only a part 
of the unearned increment, and possibljt the major portion of any 
future increment in land values. There is, as, Taussig points out, no 
vested interest in the future. And until the “ideal" tax, free from all 
blemishes and difficulties, .is revealed to us, the tax on the unearned 
increment may he accepted as the next best. 
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Public Debt; It has already been mentioned that one df the 
sources of public income is public debt. It is necessary to point out 
■ the diffeErerices ■ between public credKt and 
Difference _ betwera private credit. In the case of public debts, 
public, and private credit fjjg debtor, and this fact' TOS 

■important' consequences. The state has sovereign’ pmver,' and can 
therefore compel its subjects ‘to lend to it. The state,' moreoy^, can 
•Tiol.be compelled to pay its debts like an ordinary individual. Secondly, 
the state lives for ever, and can therefore contract a perpetual debt, 

■a thing which is impossible for a' private individual to do. Thirdly, 
a state can borrow from an external source,- or from an internal source 
by raising a loan from its subjectSj or by printing paper notes and 
declaring them to be legal- tender. The individual can^ only borrow 
■from an external source. He cannot borrow from himself, or he 
Cannot issue I.O.U.’s and declare them 'to be legal tender. 


• There are also fundamental differences between the public debts 
and private debts. Public debts have far-reaching consequences upon 
.production and distribution of a country. The_ repayment ol a public 
dAt is not made according to judgments derived from private loan 
operations. It is quite concei-vable that the reduction of public debts 
may not only reduce the national -income of a country, but the 
fiscal position of a state may also deteriorate more by the repayment of 
a debt than by the taking of further loans. 


From the point of view of the citizens, taxation and borrowing 
possess important differences. The raising of public debts gives the 
individual a future claim on the govemrarat for interest and repay- 
ment of the sum borrowed; whereas taxation would not give rise to 
such claims. Of course, it is true that the tax-payers as a whole have 
to find ihe money to pay interest and the capital by contributing larger 
taxes in the future, it is quite possible, that the amount he would 
receive on account of the interest would exceed the tax-paym^ts. 
Moreover, he can use the government securities at any time for raising 
funds. From the point of view of the government, there is j^is 
ad'vantage that if the required funds are to be raised by loans, they 
would be paid with less ill-feeling than if they were to be paid in taxes. 

But a more important theoretical justification can be found for 
public debts. Loans are usually raised by the_ government during those 
times when some extraordinary expenditure is to be made, “id which 
cannot be met from the ordinary revenues, ^u^se that the govern- 
ment would have to pay a war indemmty, and that the sum to be 
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paid is distributed among the individual tax-payers. The ' share 
assigned to each tax-payer then becomes an extraordinary expenditure 
for which he must m^e adequate provision. The individual concerned 
would perhaps raise loans to ' cover this extraordinary expenditure. 
There is no doubt that , a single loan raised by the state to pay the 
indemnity would be far superior -to that of a series of private loans. 
In the first place, public loans could be 'raised at lower rates of interest 
"than a series of private 'loans. Secondly, since the public loans have, 
unlike tlie private loans, no fixed maturity-date, or a much' longer 
maturity date, than the latter, the holders possess a double advantage 
in that' they may either hold on to a stable investment- or they may 
realise the loan at any time with greater facility tlian in the case of 
private loans. "In fact, because of me easy 'negotiability and the com- 
parative stability in price of governmental securities, the flotation of 
public loans often renders subsidiary services in the facilitation of 
credit operations between private individu^s.”* 

Classification of public debts; There is no uniform classifica- 
tion of public debts. They have been classified by different writers 
into voluntary and forced loans, productive and unproductive loans, 
funded and unfunded, or floating loans, annuities, lottery loans, etc. 
Voluntary .loans and forced loans explain themselves. In England in 
the 17th century forced loans were often levied. Public debts have 
also' been classified into productive debts and dead-weight debts. 
Productive debt is a debt which is fully covered by the possession of 
assets of equal value. Deadweight debt is that debt for which there 
arc no assets in the hands of the public authorities. The interest on 
productive debts are paid out of ttie income of the assets, while the 
interest .bn dead-weight debts is paid out of the general revenues of 
the state. 

Mrs. Hicks has classified public debts into three clasps, vis., 
.dead-weight debt, passive debt, rand active debt. Dead-weight debts' 
are incurred in consequence of expenditures which do not increase the 
productive powers of the country. Passive debts are those loans which 
■have been spent for purposes that do not yield a money income, or 
increase the productivity of the country. But these debts have been 
invested in such a ^vay as to yield utilities and enjoyments, such as 
public buildings, parks, etc. Active debts have been invested in such 
a way that they yield a money income, or increase the productive power 
of the country. 

At the present moment, the most usual classification is that between 
funded" and unfunded or .floating debts. There are three different 
senses in which these terms have been used. According to Adam 
Smithi unfunded debts are those debts which have been borrowed by 

♦Dc 'Vitti De Marco. First Principles of Public Finance, P. 294. Chap. I 
of Book "V" of this hook contains a novd and admirable discussion of the utility 
of public loans. '* 
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the government "without assigning or mortgaging any particular fund 
for the payment of the debt”; .while funded debts are those debts 
against which particular funds or sources of revenue have been pledged. 
But modem writers do not make such distinction between these two 
classes, of debts. Usually,- the expression, ‘unfunded debts’ is used to 
mean -those loans which are repayable within a comparatively short 
period, (say) a year. Funded debts. are loans repayable after a long 
period of time. The distinction -is of course not clear, for the expres- 
sions, -‘short period' and ‘long period', do not refer to a particular 
period^ of time. , There are people who would classify debts having a 
maturity of 3 to S years among unfunded debts. Strictly speaking, 
only debts repayable within a jrear should be classed as unfunded debts, 
and debts maturing after a longer period should be regarded as funded 
debts. . Treasury Bills (usually repayable within a maximum period of 
three months). Ways and Means advances from the Central Bank to 
the Government (being repayable within tlie fiscal year) are examples 
of unfunded or floating debts. It should be noted that in English 
official langua^, the terms are used in a special sense. Funded debts 
are those loans the principal of which the government is not under any 
obligation to repay at any time, and on which the government under- 
takes to pay interest only. In other words, funded debts arc permanent 
loans, like the British "consols”. Unfunded debts arc debts whose 
principal will be repaid at some fixed date. 

The government also borrow money upon annuities. The govern- 
ments borrow in a lump sum at one time, and agree to pay a specified 
sum for a number of years. A favourite method is that of a life 
annuity. The government undertakes to pay every year a certain 
sum of money on account of the repayment of the loan during life time 
of the creditor. When the annuitant dies, the debt is taken as 
discharged. Another variant is the lottery loans. There are many 
forms of lottery loans. Priites may be awarded out of the lnterest,_or 
principal. In this way, the government may exploit the gamWing 
spirit of the people, and thus make a profit. 

Public debts have also been classified into external and internal 
debts. Internal debts are loans raised from nationals of the country, 
while external debts are raised in a foreign country. In the case of 
the former, the payment of interest and the principal means only a 
redistribution of the national income; the expenditure on this account 
is simply a -transfer expenditure. "V^ereas in the case of the latter, 
the payment of interest, etc., means the transfer of wealth to the 
foreigners. . . , 

When to borrow? The former function of public credit is to 
serve as a supplement to other sources of public revenue. Now the 
question is,— when should the public authorities take recourse to 
borrowing? _ . 

Practical expediency plays a large part in this matter.^ There are 
times when no further money can be raised by taxation without 
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difficulty. In "such cases there is no other alternative but to borrow. 
Apart from such questions of expediency, there are occasions when 
the public authorities can take recourse either to borroiving or to 
taxing for raising a given sum of revenue. Now the problem is to 
determine the principle according to which public authorities would 
be guided in choosing between the tv>o alternatives. 

In the first place, loans may be contracted in order to cover a 
deficit resulting from an unforeseen emergency. To obtain revenue 
through the machinery of taxation requires a certain period of time. 
If any emergency calls for prompt action there is no other alternative 
but to borrow. No loans should be contracted to meet the regular 
recurrence of a deficit in the ordinary revenues. The best method in 
such a contingency is either to curtail expenditure, or to levy additional 
taxes to meet the deficit. 

In the second place, borrowing is permissible in financing an 
emergency, the cost of which is so heavy that the proceeds pf taxes 
would not he sufficient to meet the necessary expenditure. As for 
instance, in conducting a war sufficient revenue could not be raised by 
taxation alone without damaging the economic system. 

A third occasion for borrowing is for embarking on commercial 
enterprises by the state, which may be productive of much revenue 
from which interest and depreciation charges can be met. Of course 
the propriety of such borrowing depends upon the quality of public 
management. Supposing that pubUc management is as efficient as 
private management, such undertakings by public authorities are 
completely justified. Loans contracted by the Government of India 
for railways or irrigation works are productive in this sense. 

Fourthly, the use of public credit is advocated for financing those 
projects which are of general social advantage. It is advisable to utter 
a word of warning regarding such expenditures. Building of hospitals, 
schools and highways may be sometimes urgently necessary. If the 
'outlays on such expenditure are so large that a heavy tax would retod 
industiy and dislocate the smooth business life of the community, then 
recourse may be had to borrowing. Credit spreads the burden over 
time and tiius lightens it _ f 

War Finance. It is suggested by many able economists that 
the financing of war should be mmnly carried on by taxation. The 
main arguments that are put forward are as follows: — 

First, it is argued that heavy taxation would check extravagant 
and unnecessary consumption. The rich should be made to pay taxes 
on a’ progressive scale, so that the poorer 
Loans vs. Taxes. classes would not have to curtail their standard 

of living. 

Secondly, taxation avoids the inflation of credit and prices which 
loans must bring about when undertaken on a large scale. By taxation 
there is a transfer of purchasing power from one set of persons _ to 
another. So the chances of inflation are as small as possible. Borrowing 
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on a small scale also does' not bring about inflation..' 'But when new 
purchasing power is created, whether by direct issue of inconvertible 
paper or by bank credit, prices are raised. A rise in prices reduces 
tlie values of all incomes. The result is that inflation is a hidden tax 
proportioned to :income which acts ‘'not by reducing the purchasing 
power in the hands- of indinduats,'- but by reducing (he value of their 
incomes. This form of taxation is inequitable because it is regressive. 
It falls more heavily on the poor than oh the rich. To this argument, 
it may be replied that an all-tax policy cannot avoid inflation entirely. 
The taxes are 'paid in many cases by lieaty borrowing from the banks. 
But the extent of inflation will be of course smaller in case of taxatiori. 

Thirdly, this method would offset (the conscription of man-power 
by parallel conscription of incomes and capital.” Ttds argument is 
examined in the discussion of capital levy. 

Fourthly, it would avoid the subsequent burden of heavy post- 
•war taxation to pay the debt charges. When the prices will fall, the 
real burden of debts will increase. 

The arguments are' of course weighty. But there are serious 
difficulties in carrying out this poh’cy. The ta.xing machinery, for 
example, cannot be suddenly thrown into high 
instils *" immediate needs of war. 

. How do we get extra revenues? The rates 

of old taxes might be' raised. But an increase in the rates of taxes 
■will not always increase the revenue. In matters of taxation as Adam 
Smith pointed out long ago, two and two do not. always make four; 
they may make simply three. Of course, recourse may be had to new 
taxes. But this takes time, and the needs of ivar cannot wait. Some 
borrowing is therefore essential. ' But the most' serious difficulty is 
that the expenses of a modern war reach sucli astronomical figures' that 
any system of taxation which wants to 'raise the whole of them fay 
taxes w'ould be so burdensome as to crush the people.. According to 
Seliginan, to raise even half of the costs of 'the war, confiscation of 
all larger incomes and of all business profits would not have suffired. 
That loans lead to inflation, and tliat inflation ds a serious 'evil is not 
doubted. But inflatidh has this merit that it makes men work. Heavy 
taxes would hamper industry, .and would dry up the sources of capital 
just at the time when all the resources of the country should be utilised 
to the utmost to carry the heavy burden of war. 

On the whole it is safe' to conclude that some degree of combination 
of the two methods is the wisest iheans for financing war or any other 
serious emergencj’. Tlie policy to be pursued should be a tax method 
assisted by a .loan method rather than a loan method assisted by a tax 
method. 

Burden of Public. Debts— Internal and External: The direct 
money burden of an external debt is measured by the total amount 
of payments of interest oh the capita! made to foreign countries; 
while the real burden consists in the loss of economic welfare which 
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these money burdens involve. The direct real burden varies according 
to the proportion of payment of taxes by different classes of the sodety. 
If the pajnnents are mainly made 1^ the rich, then real burden is less 
heavy than ^vhm the payment is mainly made by the poor. An 
external debt is in the nature of a debt incurred by an individual. The 
goods which are required to meet the foreign debt go out of the country. 
The country, .just like an individual, becomes poorer 'to that extent. 
But if the goods have been provided by the ridi, the real burden to 
the community becomes less heavy. 

The indirect burden of the community from the payment of the 
external debt with interest consists in tlie cheek to the productive power 
of the community, first, by the export of a larger quantity of goods; 
secondly, in the check to public expenditure perhaps in some profitable 
direction. 

The case of internal debt is quite different. The payment of 
internal debts and interest on them involves only a transfer of purchas- 
ing power from one group of persons to another. So there is no direct 
money burden. But the direct real burden is considerable. Taxes 
are paid by all classes of persons, while loans are given by fte com- 
paratively rich. Hence when the internal debts are being repaid, there 
is a transfer of wealth from the society as a whole to the richer classes. 
The real burden is therefore considerable in so far as this tends to 
increase the inequality of incomes. 

The indirect burden of the internal debt depends upon the effect 
of taxation to pay the debts upon people’s ability to work and satm 
and upon willingness to work and save. People's ability to save is 
not much affected ; on the whole it increases, because the money paid 
for loans will be saved. The propensity to consume is less on the 
part of the lenders to the government than^n the case of tax-payers. 
People’s ability to work on the other hand may be much affected 
because taxes may encroach on the standard of living of many. People’s 
'desire to work and save is also considerably reduced by taxation. On 
the whole the indirect burden of external debts is heavier than that of 
the internal debts. 

There is a further point to be considered in connection with the 
burden of debts. Large debts are usually contracted during wars, 
which are generally periods of very high 
Inflation and burden 'of prices. If these loans continue to a period of 

' falling prices, there is a double loss to society. 
First, so far as the nominal value of the debts is concerned, a greater 
amount of real wealth is paid at the time of repajroent than wmit was 
actually borrowed during a period of high prices. Secondly, the 
interest rate during a period of high prices is generally high and that 
becomes a very heavy burden during a period of low prices._ 

Economic effects of public borrowing: The economic effects 
of public borrowing depend upon several fectors. Among them these 
are of spedal significance, (fl) the volume of the loans and the source 
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.of such loans, (6) the purpose for which- the loans are contracted, 
(c) the rate of interest and (d) the terms and methods of repayment. 

The size of the loan is fhe most significant factor. If the loan is 
small the sum can be provided by the 'floating or idle funds, of the 
country. In such a case there is no shrinlt- 
The size of the loans age of capital for investment. On the other 
and ite economic effects. people may 

divert their capital from commerdal investments to government loans. 
In so far as this happens, there tvill be a restriction of future capital 
outlays, resulting in the fall in the national income and increased un- 
employment. In much borrowing no new purchasing power is created. 
All lliat is done is mere transfer- of resources of the community from 
one direction to another. But if the government takes recourse to 
creation of new purchasing power it has still more disastrous con- 
sequences. Creation of adjditional purchasing power means inflation 
and a rise in the general price-level ; it . leads to inequality among 
different economic dasses which is the inevitable consequence of any 
sudden dislocation of price-level. Further, the currency may depredate 
to a considerable extent so much so, that even by deflation the govern- 
ment may not be able to restore the normal value of the currmcy. 

The second factor of importance is the purpose for which loans 
are created. If the loans are spent on productive expenditures, then 
on the whole the loans may not be unremunerative and may be justified. 
But if they are spent on unproductive expenditures such as wars, 
etc., such loans are dead-weight burdens on the sodety. By 
productive expenditure, the increase in the productive capacity of 
the country as a whole may more than compensate for the temporary 
losses undergone by the people. Unproductive expenditure by loans 
is more wasteful than such expenditure by taxes; because loans ca^ 
interest charges, while ta^b do not leave such a legacy. 

The rate of interest is important in the sense that if the rate be 
high and the loan large, then a big portion of the annual resources of* 
the country may be devoted merely for the payment of interest This 
is quite uneconomical. Big loans are generally contracted during periods 
of high prices and high rates of interest During the period of low 
prices the repayment of such debts with interest becomes very much 
burdensome. 

The full discussion of economic effects of debts is dosely into- 
woven -with economic effects of rejayment of such debts. One thing 
should be borne in mind in connection with repayment of debts. The 
debts are easy of repayment in a period of high prices. Durmg a 
period of deflation, the real burden of the debt increases and tire tax- 
able capacity of die country ' shrinks. Hence such a period is not 
suited for the repayment of debts. , . . i 

■Methods of Debt Repayment: Every repayment of debt 
presupposes a surplus in the budget. If there is a surplus, that surplus 
might be employed' in 'purchasing the bonds from the market ana 
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'destroying them. But this scheme takes matters too easily. Hardly 
there is any government to-day, which can devote considerable part of 
its revenue to the repayment of debts. So we shall here discuss some 
other methods by which the burden of debts can be lightened 

(a) Sinking Fund: This method of debt repayment dates 
back from the time of Pitt The original meaning of the terra was 
that a fund ivas accumulated during the life of the debt with a view 
to redeem tlie principal out of it at its maturity. The fund was allowed 
to accumulate at_a compound rate of interest. The annual interest on 
the loan was paid from the revenue of the state. After a few years 
when the accumulated sum of tlie sinking fund became equal to the 
loan made, repayment ivas effected. But this magic of compound 
interest often did not agree with the logic of facts. While a sum 
was to be set apart for creating a sinking fund, the exchequer might 
have to incur new loans bearing higher rates of interest. Hence such 
a scheme was highly impracticable. 

In modem times the method of redemption by a sinldng fund is 
quite different. Certain funds are earmarked for debt redemption and 
&sy are applied znnaaRy to the reduction of some portion of the capital 
sum of loans. There is no longer any attempt to carry this fund to 
the maturity of the debt and to accumulate it at the compound interest. 
As the capital is gradually reduced year to year, the future interest 
payments became less heavy and more sums can be directed towards 
the redemption of the loan. 

The method is widely used. But the real problem is that in times 
of difficulty, the harassed Chancellor may, instead of taking recourse 
to unpopular measures of taxation, encroach upon the funds set 
apart for the reduction of debts. Further, a country that is heatdly 
burdened by taxes can at best hope for a very slow reduction of its 
debts by this method. 

(b) Conversion of Debt: This method consists in converting 
•a loan bearing a given rate of interest into another bearing a lower rate 

, of interest It has been pointed out already that debts are generally 
contracted during a period of high prices when the rate oi intwest 
is high. Therefore it is possible in normal times pr diuing times 
when the market rate of interest is low, to contract another debt at 
a lower rate and to pay off the former debt. Suppose the current rate 
of interest on new investments has fallen considerably. The govern- 
ment may then make the following offer to the present holders of loans : — 
tliey may accept a new debt-bond bearing a much lower rate of interest, 
or they may be given the option of repayment at par. If the rate of 
interest offered on the new loan is slightly higher than the market 
rate, it is quite possible that the large majority of the erasting holders 
would convert their loans, and very few would ask for repayment 
Thus a considerable reduction in the rate of the interest can be secured 
by this method. Recent conversion operations by the Government^ of 
India exemplify the wisdom of this method. The result of conversion 
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is-. that the interest charges 'are considerably reduced — a no mean 
advantage when the interest charges run to millions of rupees. 

But the scope of this, method is very limited. The reduction of 
the rate of interest is possible only when the state enjoys the privilege 
of repayunent at_ ahy time. But many debts bear no such terms. 
Moreover, even if it is possible to convert the loan, a considerable 
reduction in the rate' of interest could hardly be hoped for. . And sudi 
reduction, it should be noted, would also result in smaller revenues 
because of the fall in the incomes of the holders. Lastly, this method 
does not secure any reduction of the capital sum of the Joans, but only 
the annual interest charges are lowered. 

(c) Capital levy: Another proposal, much discussed during 
the years just after the first world war, is a proposal for a levy on 
capital of the country to pay off the huge debts contracted during the 
war, all at once. A certain minimum level of incomes and wealth 
should be exempted from the levy. Above tliat level, individuals 
should be taxed on a progressive scale. The assessment should be 
based upon the capital value of the wealth of the individual as distin- 
guished from his income. Such a debt redemption scheme has been 
described as anticipated death duties. “For just as during the 'war 
a law ivas passed, by which evety man ol suitable a^e and physique 
was deemed to be a soldier, so now in order to dissipate one of tlie 
eidr legacies of tvar finance, a law would be passed by whidi evety 
man. of suitable degree of wealth would be deemed to die and to come 
to life again- next morning as the fortunate heir to his own property 
on payment of an appropriate ransom.”* In order to secure a rapid 
redemption, tlie period of- payment should be short, say two or three 
years. 

Tlie arguments which have been advanced for and against the 
scheme are too numerous to be discussed here. Only some of the 
principal arguments are briefly noted. 

This principal justification for the scheme is that the sacrifices’ 
were unequal during the war. Mainly the working classes fought 
during tlie gp'cat ivar and perished in 
ArBuraents for the thousands. ■ Those - who sun’ived the war 
l<ny- ' were maimed and crippled for their Ih’cs. 

The capitalists, on the other hand, taking advantage of the abnormal 
rise of prices amassed a huge wealth. If the working classes suffered 
in lives, why should not those who stayed behind, and made huge sums 
of money be made to suffer in wealth? 

Another argument advanced in favour of the lety is that the 
payment of interest involves a permanent burden on the people. Debts 
contracted during a period of hi.gh prices become heavier aftenrards 
when the. price-level is lower. So the debts should be paid back all 
at once when the prices arc still high. Of course, the payment will be 

*0311011. Piiblie Fmanu. P. 203. 
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extremely painful, but it is better to undergo a surgical operation once 
for all than to suffer from the disease for ever. The effects" of such 
a levy are not worse than those of recurring annual taxation. Further, 
the adoption of a scheme of progression would reduce tiie inequality 
of sacrifice and it would be nothing but an extension of the present 
system of death duties and sur-taxes. 

On the otlier hand, the opponents of this scheme hold that the 
richer classes did not shirk the responsibilities of the war. They also 
fought the great war and their losses were 
Arguments against the proportionately as great as those of other 
classes. Secondly, once it is taken recourse 
to, what guarantee is tliere tliat it would not be repeated afterw^ds? 
Thirdly, it discriminates against those who have lived economically 
and saved and favours those who have spent. It would discourage 
saving and drive capital abroad. Fourthly, what should be the basis 
of assessment on a professional man wiUi large income and no capital, 
and on a man witli small income but with much capital? Practical 
difficulties of this nature are numerous and often of a serious nature. 

The repayment of inter-government debts: In recent times, 
the question of war debts and reparations has given rise to a new 
problem in public finance. The question has 
Primary burden of assumed importance not only because of the 
repayment [jygg sums involved, but because it gave rise to 

a theoretical controversy over the problem of "transfer”. It is unneces- 
sary in this place to enquire into the origin of these debts. The fact 
is that the governments of many countries are under an obligation to 
pay large sums to foreign governments on various accounts. An 
important feature of the loans is that they are more or less umhteral 
payments. Now die repayment of these debts presents two problms. 
First a sum of money has to be raised in the country eifliCT by taxation, 
or by inflation. Of course payment might be made by borrowing 
in the foreign countries. But this is only postponing the evil day 
■when a much larger sum would have to be 
increased volume of foreign loans. Whichever of 
adopted, it will only result in a subs^titireduchon rf the r^ incomes 


is checked, it will mean further lowering o. .... ^ 

^ple If the country uses the metliod of 'oflation there is no 
Safthe greatest burto is likely to fall on the shoulders of the poorer 
dlsscs TWs> the primary burden imposed by repaym«t upon the 

debto^ counties. difficulties of transferring the 

sum of rtioney thus raised by the debtors into the currenaes of the 
cr^itor”Si«. Tire Geman Government, for ^ple, would 
W first to rSe the huge sum of money in order to pay the 
reparations. The next problem is that of transferring the German marks 

27 
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into - the. foreign currencies. Here may arise what has been called a 
"transfer crisis." - The actual processes by which German marks would 
■ be converted and transferred . finally into 
■Kcyncs-Ohlin contro- foreign currencies, and the burdens they would 
versy. impose upon the pa5dng country have been the 

subject-matter of much theoretical controversy.* In order to pay the 
reparations, Germany inust increase her exports and develop an export 
surplus, i.e. an excess of exports over imports. ■ According to Lord 
Keynes, the foreign buyers of the exported goods would not buy more 
exports unless the prices of the exported goods are lowered. By how 
. , much -prices must be lowered to develop the 
Secondary burden of , export surplus depends . on the elasticity ol 
repayment. demand for German goods in foreign countries. 

In any .case, the barter terms of trade move against Germany. The 
terms of trade would, become still more unfavourable if the prices of 
import rise, Gennany therefore bears a secondary burden in addition 
to the primary burden of repaying the reparations. She will have to 
give a large quantity of goods to buy any given quantify of imports. 
Not only tvill she Iiave to transfer a large portion of her income to 
the foreigners, but she will also have to pay more in terms of goods 
to get each unit of the imports. The secondary burden is the "transfer 
loss.” 

Against this view it has been argued, notably by Prof. Ohlin that 
in order to develop an export surplus, prices in Germany need not fall, 
and hence there need not be any secondaiy burden imposed by the 
transfer. According to him, Keynes ignores the shifts in the buying 
powers of the two countries concerned. The payment of reparations 
means a transfer of purchasing power from Germany to the foreign 
countries. The Germans have now smaller incomes, and the countries 
receiving reparations have larger money incomes to spend than before. 
This means that Germany's demand falls, while the foreign people’s 
demand increases. This will result in larger purchases even al 
the old price by the foreign countries concerned. It is thus quite 
possible that an export surplus could be developed without any fail 
in the prices of German exports. The barter tenns of trade need not 
move against Germany, and there is thus no transfer loss. 

The truth probably lies in a middle view. There is no doubt that 
the payment of reparations will cause a change in the distribution of 
buying power in the two countries, and this will give rise to some 
amount of export surplus. There will, also be some shifts in prices 
in the two countries, the terms of trade moving against the paying 
country, and thus imposing a sccondaiy burden on it. How far the 
terms of trade: need move will depend on a variety of factors, — vis., 
the elasticity of demand for the exports, the conditions of supply of 
goods in that country, tlie extent of the credit restriction necessaiy to 


■* ICcyncs— Ohlin controversy in the Eeonomie Journal, 1929. 
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secure a fall in prices, the height of the tariffs imposed by foreign 
countries, etc. If the tariffs are progressively increased, then the 
prices must fall progressively in the paying country and the transfer 
loss would be correspondingly greater. If tlie countries recmving pay- 
ments do not allow their prices and money incomes to rise, then prices 
and wages must fall more sharply in the paying country, and the burden 
would correspondingly be higher. 

It has sometimes been urged that such payments would also inflict 
a loss on the creditor countries. The exports of the debtor countries 
. and the imports of the creditors must increase, 
^Transf^rProb*®” and this may not be desirable. The goods of 
* the former would compete with those of the 

latter, not only in the latter’s own countries, but also in the foreign 
markets. The result will be that the industries of the creditor countries 
will have to face smaller sales both at home and abroad,- bringing in, 
depression and unemployment, 'nis need not always be the case. 
The goods of the debtor countries may not compete with those of the 
creditor countries. The debtors may, for example, send larger quantities 
of tea and jute and raw materials, while the creditors might have 
specialised in manufactures. Or as a result of the increase in the 
buying power in the creditor countries, demand in these countries will 
increase, and this may absorb the goods of their industries. But it is 
quite possible that the industries in the creditor countries may have 
to suffer all the troubles of dislocation, depression and unemployment. 
These disadvantages must therefore be deducted from the advantages 
of receiving large sums of money for nothing. If, however, the pay- 
ments continue for a long period, the dislocation will be corrected, and 
the industries of the creditor countries will adjust themselves to the 
new situation. The disadvantages would thus slowly disappear, and 
after the initial period* of adjustment _ is over, the payments would 
mean a real gain to the creditor countries. 



CH.\PTER 53 
SOCIALISM 

Throughout tliis book, we have tried to explain as fully as possible 
the economic phenomena of the present social order, A large number 
of people in all countries are, however, dissatisfied with the present 
social' system, and tvould like to reconstruct it thoroughly. The most 
important of these proposals of reconstruction is socialism. From a 
theoretical discussion the doctrines of socialism have assumed great 
practical importance on account of the establishment of the Sonet 
Government in Russia. In this diapter we propose to examine some 
aspects of the socialistic doctrine. 

What is Socialism? The writers on socialism are not agreed 
on the correct definition of sodalism. There are, however, certain 
essential features in most of these definitions. Socialism implies the 
ownership of the means of production by the society as a whole. 
Under the capitalist system, the means of production (like land, mines, 
factories, railways etc,) are owned by a small section of people who 
work them with a view to derive the maximum profit for themselves. 
In a socialistic state, there will be no such prirate ownership.- The 
state would own the means of production collectively, and operate 
tliem for securing the maximum benefit to society. As a result, the 
s’ast majority of the people who are now propertylcss ivill no longer 
be exploited by a small group of capitalists. Dr. Tugan-Baranowsky 
found the essence of socialism to lie in the fact tliat under it, the 
exploitation of any member of the community is impossible. The 
profit-motive which drives the present economic order will be 
replaced by the more rational one of maximum welfare for all sections ' 
of people. Tlie decision as to what and how much to produce srill 
no longer be decided by considerations of profit. These decisions rrill 
be reached on the basis of the useiuincss of sucli things to the society. 
In the place of a blind worldng of the productive forces there will be 
central planning of the economic life of the country. The various 
branches of production will be developed harmoniously by a Central 
Planning Authoritj’ to scire the best interests of the socictj" as a whole. 

Marx and Socialism: The history of socialistic thought can 
be traced to early days, though it is usual to associate the movement 
with the name of Karl blarx. In England, for c.xample, Robert Owen 
conceived the idea of voluntary’ communities where all property would 
be held in common, and the proceeds would be shared equally by all 
the members, long before Karl Marx. In France Charles Fourier held 
similar ideas. Tliese writers were knorvn as utopian socialists. 
Modem socialism, however, dates from the u-ritings of Slarx, and 
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Engels who published their famous Communist Manifesto in 1848. In 
that Manifesto, Marx and Engels traced the historical rise of the 
modern capitalistic system. The foundations of Marx’s thesis lay in 
his concept of the “materialistic interpretation of historj’.’’ All social 
and political history is the result of the conflict of economic classes. 
Wherever a society is divided into different economic classes, a conflict 
of interests is bound to develop between these classes. These conflicts 
give rise to certain social and political developments which constitute 
the history of the country. The division of the people into economic 
classes is the creation of the system of production of the country. 
There was always some alignment of classes. Thus in ancient 
times there were slaves, tlie plebian, the patrician. In the medisval 
period, there were Serfs, Vassals, Knights and the feudal Lords. 
The interests of these classes clashed, and this gave rise to 
the prevailing social and political changes. The last important changfe 
of this type was the emergence of the present capitalist system which 
developed -ivith the widening of the market and the growth of wealth. 
The bourgeoisie rose and overthrew the feudal lords. The rise of 
this class to prominence gave birth to important social and economic 
changes which were the essence of capitalism. 


Capitalism will, however, give rise to conditions which will l^d to 
its overthrow. Under it, the society has been divided into two classes, 
the capitalist and the wage-earner, and as 
Decay of capitalism before there is bound to be great conflicts ol 
inevitable. interest behveen these two classes. Mwx 

believed that there were two prominent trends in the growth of capitalism 
which would lead to its downfall. The first was the gradual concen- 
tration of production and income in the hands of a smaller dass ot 
•people. Laige-scale industry would grow up, and would swallow tne 
an^l industries. The second tendency would be an increase in the 
number of wage-earners, and the gradual pauperisation of the latounng 
•dasses. The concentration of production in a few hands would push 
a larger and larger portion of the pMple into the ranks of -wage-eairaeK. 
Not only will the raidcs of labour be sivdled, but the tendei^ of tM 
actual social movement would be to rob more and more the Iowct 
and poorer classes for the benefit of the higher and richer classM. ^ 
last tile working classes will rise, and wll oust the capitahst froi 
control. All means of production ivill then be owned by the stote, 
and the government and indusby wiH be earned on in the intoeste of 
te worllng dasses. There will then emerge a ctes-less society whose 
evolution is inevitable under the present-day conditions. 

Such was the Marxian analysis about the course of evente Cei^ti 
,.ommpnts may be made at this stage. Growth of capitahsm has 
course led to the concentration of production. But concentration rf 
industry has not necessarily Involved the 

The n^ber of small businessmen is of course decreasing. But the 
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.organisation of the businesses on the joint-stock principle has enabled 
a larger number of people to have shares in the oivnership of giant 
businesses. Nor has the development of capitalism led -to the pauperi- 
Mtion, of the labouring classes. The existing inequalities of - income 
are of course glaring. But these have not grown greater since the 
days of Marx. 

Types of Socialism: The natural trend of discussions about 
• the materialistic interpretation of history is that socialism will inevitably 
come after capitalism.' But by the end of the IPth century many - 
socialists became conscious that the tendencies pointed out by Marx 
were not working out as predicted. In the meantime everywhere the 
socialists were gaining- ground as a political party. Hence arose a 
division between socialists, — between those who were t^rded as 
evolutionary socialists and those who were called revolutionary socidists. 
The former adhered to a programme of a gradual reconstruction of 
society after a peaceful capture of political posver and votes in a demo- 
cracy. The Fabian Socialists of England fall in this class. The second 
group wanted a violent overthrow of capitalism, and the establishment 
of worker’s control by force. . 

In the meantime socialistic thought was also falling into different 
groups. Apart from collectivism which would have state mvnership of 
the means of production, there developed a 
Syndicalism. new revolutionary movement which had its 

origin in France. It came to be known as 
Syndicalism, and derived elements from socialism and trade-unionism. 
Instead of all industry being controlled by the state, each industry 
would be controlled and managed by syndicats or trade unions. Thus 
the ownership of industries would rest in local syndicats in the caW 
of local industries, and in national syndicats in the case of national 
industries. Thus the state, would be a loose decentralised -federation 
of more or less independent units. And unlike other socialists, syndi- 
calism placed its reliance upon sporadic strikes, sabotage and. tire 
general strike to bring about a collapse of the present system. 

Another school of thought developed in England. It aimed to 
retain the present state which would own all the means of production. 

. But the industries would be managed, not by 
Guild socialism. the state as in collectivism, but by industrial 

guilds, consisting of all workers, technicians 
and mans^ers. Thus the railways were to he managed by railway 
guilds. This school is known as guild socialism, and was thus a 
compromise between syndicalism and collectivism. 

The tliird group called themselves communists, to distinguish 
themselves from the evolutionary socialists. Communists believed that 
socialism could be introduced at once, and by force. Unlike the 
Socialists, they do not believe in political democracy and in universal 
suffrage, or in the rule of majorities, — ^though of late Russian com- 
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munism has introduced these factors in 1936 in that country. The 
communists want to establish a “dictatorship 
Communism. of the proletariat” through violent revolutions. 

Tlie method of distribution of incomes is also 
diflferent to some extent from that in other kinds of socialism. The 
main formula is that "from each according to his ability, and to each 
according to his need.” 

Soviet Russia: It is necessary at this stage to describe the 
communistic system introduced in Russia. On coming to poww in 
1917, the commimists proceeded immediately 
Russian communism. to nationalise the land But the peasants 
were granted "possession” over their holdings, 
subject to the condition that the surplus produce was to be given to 
the state. By 1919, all the mines, factories, banks, transport and foreign 
trade were completely nationalised. But this was soon followed by 
certain difficulties. The land policy discouraged production on the 
one hand and resulted in secret demings on the other. The govern- 
ment ivas unable to secure much machinery and rail road equipment 
from foreign countries. It also failed to secure the co-operation of 
the former managers and technical experts of the factories. The break- 
down of the productive system was so great that for the time being the 
Russian government tvas forced to retrace its steps to some extent. 
The N. E. P. (New Economic Policy) was adopted. The peasants 
were granted the right to dispose of their surplus products. There 
was also a partial return to private enterprise in small-scale manu- 
facturing and in domestic trade. "Concessions” were granted to 
foreign concerns or even to “mixed” concerns in certain special spheres 
(as in the case of Lena gold fields). This policy remained in force 
till 1928, from which year a big change in policy ensued. There 
began im era of economic planning, and large-scale industrial and 
agricultural development. A five-year plan was adopted, and special 
•attention was devoted to the development of the heavy industries, coal, 
electrical energy, machinery and tractors. A new agricultural poh^ 
in the shape of collectivisation of farms vras also introduced m 19^. 
Land and the animals were placed under the control of big collective 
farms, which were supplied with tractors and other agricultural 
machines. Many peasants resisted the introduction of this policy, but 
it was carried out ruthlessly, causing a good deal of suffering. _ A 
second five-year plan was adopted in 1933, and it paid more attention 
to the development of light, manufacturing industries and production 
of consumer’s goods. In this way, the initial shortage of goods was 
made good, and by 1935, the system of rationing was abolished. , 

It should be noted that in Russia the principle of equality of 
incomes has not been adopted in fixing wage-rates. Payment is made 
according to the social value (f.e., scarcity) of a particular group 
of labour, or according to the technical skill required in any job. 
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While tlie average workers are paid modest ' salaries to maintain a 
national minimum standard, the outstanding men and women are paid 
much higher salaries. The extent of inequality 
Inequality of incomes. Of incomes prevalent in the U. S. S. R. is 
often as great as tliat in a capitalist country. 
It has been urged by many that .tiiis is against the strict communistic 
principle. But this is not correct Marx pointed out tliat difierences 
of rvages, proportional to differences in the quantity and quality of 
work, would exist in the first stages of socialism. In the second stage, 
when' production will increase so mucli as to provide a suffidenity for 
^1, and when classes have been abolished long enough for people to 
be clianged, tlie communist prind^e of "to eadi according to Ws needs” 
will be introduced. But in spite of the existence of such inequalitj- of 
incomes, the system is claimed to be superior to the present one as 
there' are' lio proper^' or unearned incomes, and nobody will get any 
income unless he 'u-ofks. . 

Valub in a Socialistic State: A few years back a group of 
economists raised tlie problem of valuation in a sodalistic economy. 
Are the general conclusions regarding value and distribution, deduced 
by the economists, applicable to the case of a sodalistic .economy? 
Under a competitive S 3 ’s.tem, tlie producers will be guided bj' the prices 
prevailing in the rtiarkets for gmds and fectors. Each will produce 
upto the point at which, his marginal costs are equal to the price. The 
different factors will also be distributed among the industries in such 
a way that thdr marginal net products are equal to the average rates 
of remuneration. And provided there are no divergences behveen the 
marjginal private net product and the marginal sodal net product, this 
would secure tlie maximum satisfaction from the available resources. 
But under sodalism, as Prof. Mises* pointed out, there is no' free 
market in the factors of production as these rvill be owned or employed 
by the state. In the absence of free markets for factors of production, 
thdr prices cannot be determined. Without such free pridng, there can^ 
be no rational, calculation of costs and prices. Hence it would be 
impossible for a socialist state to maximise production. 

This challenge was later taken up by Dr. H. D. Dickinson, Lange 
and Taylor and a host of other writers. Before taking up the dis- 
cussion of their solutions, we may point out that the capitalist system 
does not always mardmise satisfaction or output The writings of 
Marshall and 'Pigou have long pointed out fte e.xistence of mauj' 
divergences between the marginal sodal net product and the margind 
prirate net product Moreover, market prices are not always ^r 
guides to production. The prices which prei'ail under tire competitive 
system are based upon tlie demands of tlie consumers at the existing 
levd of incomes. Hence they tend to distort the productive system 
heavily in tlie direction of satisfying tlie frivolous wants of the richer 


*Soeialisin by Ludwig 'Von Mises. 
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classes to the exclusion of the more pressing needs of the poor. There 
is also a good de^ waste and inefficienqr under capitalism. The 
question of valuation in a socialistic economy was considered as early 
as 1908 by Barone, an Italian economist. He was of opinion that in 
principle the accounting prices of a socialistic economy were econo- 
mically as significant as the market prices of a capitalist economy. By 
means of a series of simultaneous equations, he proved tliat a socialistic 
economy could make a rational allocation of resources in substantially 
the same way as capitalism. Similar conclusions have been readied 
by Dickinson, Oscar Lange, Durbin and ‘others. “Pricing is indepen- 
dent of aiiy particular organisation. Mises has confused the essence 
of the pricing process with the particular form under which it is mani- 
fested m' the capitalist economy.” The absence of a free market in a 
socialistic economy does not introduce any fundamental difficulty. 
Prices may be assumed for accounting purposes for the allocation of 
resources. A provisional valuation in terms of money may be imputed 
to each factor. For example, the Central Planning Authority may start 
with prices already given in the market much in the same ivay as 
capitalists do. That Authority may then proceed, by the use of 
statistically determined demand and supply schedules and on the basis 
of trial and error, arrive at the correct accounting prices. If it happens 
that tlie quantity demanded of a commodity is not equal to that supplied, 
the price and output of that article have to be changed. There will 
be a new set of prices, and alterations in the quantities produced. By 
this process of trial and error, a point of equilibrium will be readied 
when the quantity demanded will be equal to that supplied. This is 
exactly the way in which prices are actually determined in a competitive 
economy. 

Merits: Not only is rational allocation possible in a socialistic 
economy, it is also superior to the competitive system in a number of 
^ points. First, as the Central Planning Authority has a greater know- 
* ledge about the supply and demand positions than a number of isolated 
entrepreneurs, it can reach the correct equili- 
Meriis of a socialist brium prices more quickly than the latter, 
system. Secondly, a socialistic system, by providing 

for a better distribution of incomes, will tend to secure a greater satis- 
faction of wants than is possible under the present order. It will not 
follow the whims of tlie rich few, but will devote the resources to 
satisfy the more urgent needs of the majority of the people. It will 
thus derive a larger amount of satisfaction from a given output Lastly, 
under capitalism, the system of production is anarchic, and periodic 
■crisis is bound to occur. But by taking a long-range view-point, the 
socialistic economy can control the fluctuations of the trade cycles much 
better than the present order. It will also tend to reduce those risks 
and uncertainties which exist in the present society owing to unbridled 
competition. It would avoid tire wastes of the competitive system. 
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■■ Against these ad^'antages ofia socialist system must he set certain 
inherent difficulties. ■ Prof. Pigou, after accepting the contention that 
in principle the optimum allocation of resources. 
Difficulties of Socialism. ■ can be made in a socialistic economy on tile 
basis of what he calls "accounting cost”, 
pointed out that in practice it would mean great difficulties. The 
solution of this problem would require- the genius of a group of super- 
men. Secondly, ivill the socialistic ^stem he able to maintain its pro- 
ductive organisation to the highest pitch of efficiency? In a competitive 
system,' the fear of loss or the hope of pecuniary gain serves to keep 
■the- entrepreneurs alert and efficient. But in a socialistic economy the 
manager of a production unit will get a fixed remuneration. Any loss 
incurred in his factory will be borne by the community. Hence he 
need not be very careful in the management of his factory. This factor 
may prove to be a source of weakness in a socialistic system. But 
it should be recognised that Soviet Russia had apparently solved this 
difficulty by introducing other incentives to work such as the spirit of 
emulation, the desire for public honour and the dread of public 
censure, etc. 

Another difficulty will be the determination of the correct rate of 
capital accumulation. The decision of the Central Planning Authority 
is bound to be arbitrary, and the economy may suffer from a wrong 
rate of capital accumulation in the long run. It is of course true that 
a rate of interest as determined under a capitalist economy on the basis 
of the consumers’ preferences for liquidity may not always prove 
superior, from the strict economic standpoint, to one determined by 
the Planning Authority. A fourth difficulty will be the selection of the 
best men for the rrarious posts. The capitalist system is of course not 
the ideal for this purpose. But it at leit provides a rough and ready 
way of throwing out the fittest men. This is no doubt imperfect. But 
the socialists have not proposed a better method of adjusting capacity 
to task, and of detecting the natural leaders of men. Lastly, the real^ 
danger lies in the bureaucratic management of the economic life under 
socialism. 

But to point out the difficulties of a socialist economy is not to 
argue that socialism is "impossible." The real alternative is not behveen 
the ideal capitalism and blind socialism._ We know that the present 
system has often failed to achieve in practice what its apologists consider 
it to be potentially capable of achieving. Hence the only valid com- 
parison is behveen an imperfectly competitive economy which has to 
be propped up by all sorts of interventionist measures and a socialistic 
system with all its attendant difficulties. And the comparison is not 
always in favour of the former. 
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